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THE  D'OENCH  DUHME  REFORM  ACT  S.  648 


WEDNESDAY,  JUNE  14,  1995 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 

The  Committee  met  at  10:30  a.m.,  in  room  SD-538  of  the  Dirk- 
sen  Senate  Office  Building,  Senator  Al  D'Amato  (Chairman  of  the 
Committee)  presiding. 

OPENING  COMMENTS  OF  CHAIRMAN  D'AMATO 

The  Chairman.  The  hearing  will  come  to  order. 

Good  morning.  This  hearing  is  on  an  old  legal  doctrine  known  as 
D'Oench  Duhme.  This  rather  obscure  and  ominous-sounding  phrase 
refers  to  a  Federal  statute  and  a  common  law  doctrine  that,  unfor- 
tunately, has  robbed  innocent  consumers  of  the  right  to  go  to  court 
to  defend  themselves. 

Let  me  first  apologize  for  starting  this  hearing  a  half-hour  late 
because  we  are  still  concluding,  two  votes  on  the  floor.  The  second 
vote  started  at  10:00,  and  so  I  apologize. 

In  the  interest  of  time,  I'm  going  to  forego  giving  my  opening 
statement  so  that  I  can  call  upon  Senator  Bill  Cohen  of  Maine,  who 
has  been  a  driving  force  in  attempting  to  wake  up  America  into 
doing  what  is  right  and  proper  in  this  area. 

Yes,  the  Federal  Government  has  certain  interests  and  taxpayers 
must  be  protected,  but  D'oench  Duhme  has  deprived  honest  citi- 
zens of  their  opportunity  to  have  their  cases  heard  or  to  have  ac- 
cess to  legal  remedies.  This  law  was  never  envisioned  to  operate  in 
the  manner  in  which  some  have  utilized  it.  It's  time  to  look  at  this 
doctrine  and  make  sure  that  we  deal  fairly  with  America's  citizens 
and  do  not  disenfranchise  them. 

Senator  Cohen. 

STATEMENT  OF  WILLIAM  COHEN,  A  U.S.  SENATOR  FROM  THE 

STATE  OF  MAINE 

Senator  COHEN.  Thank  you  very  much,  Mr.  Chairman.  I  particu- 
larly want  to  thank  you  for  holding  this  hearing  today. 

As  you  know,  back  in  January,  I  held  a  hearing  as  Chairman  of 
the  Subcommittee  on  Oversight  of  Government  Management.  I 
don't  think  at  that  time  more  than  a  handful  of  Senators  had  ever 
heard  of  the  doctrine  of  D'Oench  Duhme. 

I  particularly  want  to  thank  you  for  becoming  an  active  leader 
in  looking  at  this  doctrine  to  see  what  kinds  of  transgressions  have 
taken  place  and  what  kinds  of  remedies  we  can  propose  to  help  the 

(1) 


thousands  of  people  who  have  suffered  a  tremendous,  devastating 
impact  upon  their  Uves. 

As  you  mentioned,  it's  a  legal  doctrine  that  is  some  50  years  old. 
It  had  a  valid  legal  purpose  when  it  was  first  enacted,  or  I  should 
say,  articulated  by  a  Supreme  Court  decision  in  1942. 

That  decision  gave  rise  to  the  principal  that  when  a  banking 
agency  takes  over  an  insolvent  bank,  the  agency  should  only  be 
bound  by  written  agreements  that  were  recorded  in  the  bank's 
records. 

The  Supreme  Court  reasoned  that  Federal  agencies  acting  as  a 
receiver  for  failed  banks  should  not  have  to  comply  with  what  were 
known  as  sweetheart  deals  made  by  bank  insiders  that  were  kept 
secret  from  Government  regulators.  This  was  an  entirely  valid  deci- 
sion based  upon  the  facts. 

The  Federal  common  law  doctrine  and  the  Federal  statute  that 
codified  it  were  not  controversial  until  the  onset  of  the  S&L  and 
bank  bail-outs. 

But  throughout  the  1980's,  the  FDIC  and  RTC  applied  the 
D'Oench  Duhme  doctrine  to  novel  circumstances  and  the  Federal 
courts  allowed  that  doctrine  to  be  expanded  well  beyond  its  original 
contours. 

Now,  as  you've  indicated,  D'Oench  Duhme  prohibits  the  victims 
of  bank  fraud  from  gaining  any  relief  once  the  bank  fails  and  is 
taken  over  by  FDIC  and  RTC. 

The  FDIC  estimates  that  the  D'Oench  doctrine  has  been  invoked 
by  FDIC  in  5,145  cases  since  1989.  The  power  of  D'Oench  Duhme 
to  extinguish  claims  is  demonstrated  by  the  fact  that  the  FDIC  pre- 
vailed in  97  percent  of  these  cases  that  went  to  final  judgment. 

But  I  think  we  have  to  remember,  the  fact  that  D'Oench  has 
been  successfully  invoked  has  no  bearing  upon  the  validity  of  the 
claims  themselves.  It  only  means  that  the  claims  were  based  on 
oral  agreements  or  written  agreements  that  did  not  appear  in  the 
bank's  official  records. 

Had  the  banks  remained  solvent  and  not  failed,  these  agree- 
ments may  have,  in  fact,  been  legally  binding. 

D'Oench  Duhme  has  negatively  impacted  the  lives  of  thousand  of 
ordinary  citizens. 

At  a  hearing  that  I  held  in  January,  I  heard  testimony  about  an 
elderly  couple  from  California  who  lost  their  savings  in  a  fraudu- 
lent real  estate  scheme.  Bank  officials  went  to  jail  for  bank  fraud, 
but  the  elderly  couple's  civil  case  was  dismissed  due  to  D'Oench. 

In  a  case  from  Maine,  a  contractor  had  to  litigate  for  years  before 
he  was  compensated  for  the  labor  and  materials  that  he  provided 
the  bank  based  upon  an  oral  agreement,  which  is  the  way  many 
contractors  function  in  Maine.  The  FDIC  argued  his  claim  should 
have  been  barred  by  D'Oench  as  well. 

Mr.  Chairman,  Senator  Faircloth,  I  have  spoken  on  a  number  of 
occasions  about  the  case  of  Rhetta  and  John  Sweeney  from  Massa- 
chusetts. I  will  summarize  that  case  as  briefly  as  possible. 

The  Sweeneys  brought  a  suit  against  ComFed  Savings  Bank,  al- 
leging they  had  been  fraudulently  induced  to  enter  into  a  loan 
agreement. 


After  a  very  hotly  contested  litigation  in  State  court,  there  was 
a  split  decision.  The  jury  found  there  was  in  fact  an  enforceable 
claim  against  the  Sweeneys. 

The  presiding  judge,  however,  found  that  the  bank  had  violated 
a  Massachusetts  consumer  protection  law  and  had  engaged  in 
fraudulent  activity.  A  substantial  verdict  of  several  million  dollars 
was  entered  in  the  Sweeneys'  favor. 

Prior  to  the  time  the  judge  issued  the  order  and  filed  the  opinion, 
ComFed  failed  and  was  taken  over  by  RTC.  The  same  attorney  who 
represented  ComFed  Savings  was  also  appointed  by  RTC  to  rep- 
resent it.  The  case  was  removed  to  Federal  court,  where  the  RTC 
immediately  invoked  D'Oench  Duhme  and  cut  off  the  Sweeneys' 
claim  altogether. 

The  RTC  now  owns  the  Sweeneys'  ancestral  home  and  has 
threatened  to  evict  them.  For  the  Sweeneys,  D'Oench  Duhme  has 
meant  just  that — doom. 

This,  I  think,  is  one  of  the  most  egregious  cases  I  have  seen  in 
my  years  in  the  Senate  and  in  the  House,  whereby  a  couple  who 
is  innocent  of  any  wrong-doing,  who  had  been  the  victims  of  fraud- 
ulent misrepresentation  are  then  victimized  a  second  time  by  a 
Government  agency.  And,  by  the  way,  I  spoke  with  the  presiding 
judge  in  that  case.  She  advised  me  that  several  of  the  loan  officers 
were  in  fact  indicted  and  convicted  of  fraud. 

Nonetheless,  the  victims  of  that  fraudulent  behavior  are  basically 
now  out  in  the  cold.  They  don't  have  a  home.  They  don't  have  their 
land.  They  have  nothing. 

They've  had  to  give  up  heirlooms,  priceless  gifts  from  their  fami- 
lies over  the  years,  which  they  pledged  as  collateral  for  a  secondary 
loan  from  a  contractor.  The  Sweeneys  took  out  this  loan  based 
upon  a  representation  from  the  bank  that  if  they  kept  current  with 
the  original  loan  they  would  pay  construction  costs.  The  bank  vio- 
lated that  agreement  as  well.  I  think  what  has  happened  is  really 
a  tragedy. 

The  Chairman.  Senator,  you  held  hearings  on  this  particular 
case.  It  seems  very  evident  to  me  that  the  Sweeneys  were  victim- 
ized, twice,  first  by  the  fraudulent  conduct  of  the  bank,  which  led 
to  a  cash  award  in  State  court  and  then  by  the  Federal  Govern- 
ment, which  imposed  D'Oench  Duhme,  and  cut  off  the  Sweeneys' 
legal  rights.  Is  that  correct? 

Senator  COHEN.  That's  correct. 

The  Chairman.  The  merits  of  the  case  that  they  had  been  victim- 
ized, and  were  entitled  to  substantial  relief,  seemed  not  to  matter. 
The  Government  used  this  technical  defense  to  disenfranchise  them 
of  their  rights. 

Did  there  come  a  time  when  you  brought  this  to  the  attention  of 
the  RTC?  And  if  so,  what  was  their  response? 

Senator  Cohen.  The  RTC  simply  indicated  that  it  was  fulfilling 
its  mandate  by  protecting  all  of  the  taxpayers,  by  invoking  D'Oench 
Duhme.  They  had  a  perfect  right  to  invoke  it.  They  did.  They  said 
that  is  the  way  the  law  is  and  that  they  intend  to  fully  comply  with 
it. 

I  might  point  out  that  Mrs.  Sweeney  is  here.  She  is  not  going  to 
be  testifying  but  she  has  submitted  a  written  statement. 


On  page  2  of  her  written  statement,  she  points  out  that  from 
January,  1991,  to  the  present,  the  RTC  has  paid  three  Boston  law 
firms  $1,062,000  in  taxpayer  dollars  spent  after  the  action  had 
been  fully  tried  and  the  State  court  judgment  found  violations  of 
12  use. 

Nonetheless,  that's  how  much  has  been  spent  just  in  litigation 
fees  following  the  State  court  action. 

So  they've  had  no  relief.  The  RTC  has  since  proposed  some  settle- 
ment, but  I  must  say,  it  leaves  the  Sweeneys  with  substantial  legal 
fees.  And  I  think  it's  one  of  these  cases  where  the  equities  are  all 
on  the  side  of  the  Sweeneys.  That's  not  the  way  that  the  Federal 
Government  should  be  treating  its  citizens. 

The  Government  has  an  obligation,  obviously,  to  protect  the  in- 
terests of  the  taxpayers.  But  remember,  the  Sweeneys  are  tax- 
payers, too.  And  when  you  have  a  situation  in  which  a  court  finds 
that  there  have  been  misrepresentations  and  unfair  trade  prac- 
tices, and  awards  a  substantial  judgment  of  several  million  dollars, 
to  suddenly  have  that  extinguished  through  the  sheer  process  of  re- 
moving it  to  the  Federal  court  and  invoking  this  doctrine,  I  think 
it's  really  an  egregious  case. 

I've  tried  to  remedy  this  by  proposing  legislation  which  is  now 
before  you.  I  think  there's  obviously  still  a  legitimate  interest  on 
the  part  of  Federal  agencies  of  being  protected  against  unwritten 
side  agreements  and  any  "sweetheart  deals."  That  was  the  original 
Supreme  Court  decision.  That  should  be  what  we  should  be  con- 
cerned about. 

But  it  has  been  extended  so  far,  that  you  have  this  kind  of  a 
case,  which  I  think  is  an  inappropriate  result. 

The  issue  is  complicated  by  the  fact  that  when  I  originally  intro- 
duced this  measure,  I  intended  to  make  it  retroactive.  The  Su- 
preme Court  recently  came  down  with  a  decision  saying  that  once 
there  has  been  a  final  judgment,  as  there  was  in  the  Sweeney  case. 
Congress  cannot  reverse  that  judgment  by  enacting  retroactive  leg- 
islation. 

So  that's  another  added  hardship.  The  Sweeneys  now  have  no 
means  of  gaining  effective  relief  whatsoever. 

I  want  to  preserve  the  original  purpose  of  D'Oench.  I  want  to 
protect  the  Federal  agencies  when  protection  is  warranted.  But  the 
banking  agencies  should  enjoy  no  higher  status  than  the  bank.  If 
fraud  could  be  asserted  against  the  bank,  it  should  be  able  to  be 
asserted  against  FDIC  or  RTC.  They  should  have  no  immunity 
from  such  claims. 

And  so  the  legislation  I  have  introduced  basically  tries  to  pre- 
serve the  original  intent.  But  it  doesn't  allow  for  the  expansion  that 
we've  witnessed  over  the  years. 

It  will  protect  the  Federal  taxpayer  when  banks  fail  and  RTC, 
which  is  going  out  of  business  at  the  end  of  this  year,  and  FDIC 
take  over,  to  protect  the  interests,  legitimate  interests  of  the  tax- 
payers. 

But  the  bill  does  not  allow  the  agencies  to  use  D'Oench  Duhme 
as  a  sword  to  cut  off  legitimate  claims  based  on  fraud  or  other  in- 
tentional torts. 

That's  essentially  the  legislation  that  I've  submitted.  Mr.  Chair- 
man, I'd  be  happy  to  respond  to  any  questions. 


The  Chairman.  Well,  Senator,  I  want  to  thank  you.  We  are  fortu- 
nate that  you  have  undertaken  to  involve  yourself  and  to  seek  a 
balance  between  governmental  responsibility  and  individual  rights. 

And  it's  very  difficult  because  there  was  a  point  in  time  when  ev- 
eryone looked  at  the  RTC  and  their  pursuit  of  people  as  the  thing 
to  do.  And  here  you've  said,  its  OK  to  get  valid  recovery,  but  don't 
use  the  law  in  a  purpose  that  was  never  intended.  That's  abso- 
lutely what's  taken  place. 

Senator  Cohen.  I'm  not  trying  to  make  this  case-specific  because 
there  are  hundreds  of  cases,  some  not  as  egregious,  but  hundreds 
of  cases  that  fall  into  this  category.  But  has  the  Sweeneys  engaged 
in  misconduct,  that  would  be  one  thing. 

Had  they  tried  to  construct  a  sweetheart  deal,  then  they  should 
be  cut  off. 

Had  they  engaged  in  some  sort  of  skullduggery,  then  obviously, 
they'd  not  be  entitled  to  relief. 

But  when  they  in  fact  are  the  victims  of  misrepresentations  or 
fraudulent  conduct,  to  have  the  Federal  Government  come  in  and 
cut  their  claim  off  and  put  them  basically  into  the  cold — that  is 
wrong.  They  have  no  home.  They  have  nothing  left. 

They've  gone  from  being  wealthy  individuals  to  being  impover- 
ished by  virtue  of  this  doctrine  that  should  have  never  been  in- 
voked in  this  situation. 

Did  the  RTC  have  a  legal  right  to  do  so?  I  don't  question  that. 

Should  it  have  invoked  D'Oench  under  these  circumstances  or 
should  it  be  restricted  from  invoking  it  in  these  circumstances  in 
the  future?  I  think  the  answer  is  clearly  yes. 

I  also  want  to  point  out  that  another  problem  has  come  to  my 
attention  in  addition  to  D'Oench  Duhme. 

I've  received  complaints  that  the  RTC  has  actually  repudiated 
contracts  that  it  entered  into  after  its  appointment  as  receiver  for 
a  failed  institution.  And  due  to  Section  1821(j)  of  FIRREA,  the  par- 
ties cannot  sue  for  specific  performance  of  these  contracts. 

So  parties  who  have  negotiated  and  entered  into  contracts  with 
RTC,  and  then  have  the  contracts  repudiated,  have  no  right  to  spe- 
cific performance.  They've  also  been  informed  that  if  they  bring 
suit  for  monetary  damages,  the  only  remedy  they  can  obtain  would 
be  "worthless  receivers'  certificates." 

So  this  legal  scheme  essentially  allows  the  banking  agencies  to 
breach  the  post-receivership  contracts  with  impunity  and  I  don't 
think  Congress  intended  that,  either. 

We've  got  to  have,  I  think,  some  resolution  here  that  puts  the 
agencies  in  a  position  of  protecting  the  taxpayers'  interests  without 
severing  the  legitimate  rights  of  people  who  have  to  rely  upon  the 
rule  of  law. 

I  come  back  to  the  Sweeney  case  because  that's  the  one  I'm  clos- 
est to,  obviously,  and  have  spent  the  most  time  with  for  the  past 
2  or  3  years.  It's  the  one  that's  most  frustrating  for  me  because  I 
think  a  great  injustice  has  been  done.  And  I'm  not  sure  at  this 
point  what  legislative  solutions  can  be  constructed  to  provide  the 
Sweeneys  with  relief. 

The  Chairman.  Do  any  of  my  colleagues — Senator  Faircloth — 
have  any  questions? 


OPENING  COMMENTS  OF  SENATOR  FAIRCLOTH 

Senator  Faircloth.  Senator  Cohen,  your  legislation  would  not 
expand  the  rights  of  those  who  committed  fraud.  It  simply  allows 
people  who  have  legitimate  claims  to  be  heard. 

Senator  Cohen.  It  allows  only  people  with  legitimate  claims.  For 
example,  it  would  permit  claims  based  on  oral  agreements  to  do 
work  on  the  bank's  premises. 

Now  that's  not  a  case  where  RTC  or  FDIC  inherits  a  loan  and 
there  are  defenses  to  the  loan  based  on  an  oral  agreement.  This 
has  to  do  with  contractors  in  my  own  State  of  Maine  having  done 
the  work  of  refurbishing  banks  based  upon  handshake  agreements 
and  then  the  bank  goes  into  failure.  RTC  comes  along,  or  FDIC, 
and  says,  sorry,  we  can't  recognize  that  contract. 

Now  that's  not  a  case  that  the  D'Oench  Duhme  doctrine  was 
originally  designed  to  cover.  People  who  have  legitimate  claims 
based  on  oral  or  even  written  agreements  that  don't  end  up  in  the 
bank's  records  ought  to  be  protected. 

Those  who  engage  in  fraud  ought  not  to  be  protected.  Under  my 
legislation,  those  who  have  brought  suit  against  a  bank  before  the 
bank  is  declared  insolvent  would  be  protected.  The  bill  will  apply 
retroactively  to  all  cases  that  are  still  pending  because,  the  Su- 
preme Court  case  would  not  pertain  to  cases  that  have  not  reached 
final  judgment. 

But  if  an  individual  brought  suit  based  upon  fraudulent  mis- 
representations, violations  of  fair  trade  or  a  violation  of  deceptive 
trade  practice,  then  I  think  you  should  not  invoke  D'Oench  Duhme. 

The  RTC  should  be  in  no  greater  position  than  the  bank  itself. 
Had  the  individuals  been  able  to  bring  suit  against  the  bank,  the 
bank  couldn't  invoke  any  special  defenses  like  D'Oench  against 
that  fraud.  The  bank  would  have  to  try  the  case  on  the  merits. 

RTC  obviously  should  be  forced  to  try  it  on  the  merits  and  not 
simply  say,  sorry,  this  is  cut  off  under  the  doctrine  of  D'Oench 
Duhme.  That's  not  right. 

Senator  Faircloth,  One  thing  that  concerns  me  and  has  for  a 
long  time. 

Congress  writes  laws  and  the  President  signs  them  with  a  clear 
intent  to  correct  a  problem  or  to  right  a  wrong.  But  once  they  get 
into  the  hands  of  the  Federal  bureaucracy,  and  over  the  years,  they 
start  expanding  the  intent  of  the  law  and  start  saying  what  the 
Congress  intended  to  say,  but  never  said,  you've  got  a  whole  new 
set  of  rules,  regulations,  and  laws  that  are  nothing  more  than  rules 
and  regulations  that  were  never  passed  by  the  Congress  and  never 
intended  to  be  part  of  a  congressional  law. 

And  I  think  this  is  a  glaring  example  and  I  thank  you  for  bring- 
ing it  up. 

Senator  Cohen.  I  think  history  shows  that  agencies  expand  their 
power.  That's  part  of  the  process  that  you  find  here  in  Washington 
and  State  government  elsewhere,  that  there  is  a  natural  tendency 
to  increase  one's  power  by  expanding  the  definition  of  what  is  in- 
tended. 

But  Congress  also  bears  some  responsibility  by  codifying  a  law 
without  understanding  what  the  full  implications  are. 

So  I  think  that  we  bear  some  responsibility  in  this  case  as  well. 
There  has  been  expansion  by  regulatory  assumption  and  expan- 


sion,  and  then  we've  codified  that  without  really  understanding 
what  happens  to  the  little  people  who  really  are  tremendously  im- 
pacted by  decisions  like  this. 

Senator  Faircloth.  The  problem  here  is  very  clearly  what  you 
just  said.  If  you  expand  the  power  of  the  bureaucracy  as  the  help- 
ing agencies  expand  their  power,  if  one  person's  power  expands,  an- 
other's shrinks. 

So  we  have  shrunk  the  rights  and  power  of  the  people  to  the  ex- 
pansion of  the  power  of  the  bureaucracy. 

Senator  Cohen.  Exactly.  We  have  Mrs.  Sweeney  here  and  again, 
I  hope  you'll  read  her  statement  carefully  to  find  out  what  her  fam- 
ily has  been  put  through  by  this  process. 

And  as  we  speak,  she  is  under  sort  of  a  Damocles  sword. 

The  sword  is  in  the  hands  of  the  RTC  and  they  say,  here  is  the 
decision  and  you  can  either  accept  our  proposition  or  the  guillotine 
falls  and  cuts  them  off. 

They  have  nothing  but  debt  right  now.  And  at  one  point,  they 
had  an  opportunity  to  either  develop  the  land  or  to  have  a  judg- 
ment based  upon  a  court  decision  that  would  have  entitled  them 
to  pay  off  the  debt  they  owed  the  bank  and  still  have  a  million-plus 
dollars  in  their  pockets. 

Right  now,  they  have  nothing. 

The  Chairman.  Senator  Kerry. 

OPENING  COMMENTS  OF  SENATOR  KERRY 

Senator  Kerry.  Well,  thank  you,  Mr.  Chairman.  I  commend  Sen- 
ator Cohen  for  his  efforts  with  respect  to  D'Oench  Duhme. 

This  is  obviously  a  case  that  I  am  very  familiar  with  and  deeply 
frustrated  by. 

Senator  Cohen  and  I  began  an  effort  together  with  George  Mitch- 
ell during  the  banking  crisis  in  New  England.  We  held  hearings  in 
Portland  and  in  Boston  together  based  on  a  number  of  stories,  not 
just  from  the  Sweeney's  but  from  others  who  were  being  forced  into 
liquidation  in  order  for  banks  and  anxious  regulators  to  try  to  re- 
coup the  losses  then. 

The  balance  is  the  key  here.  Obviously,  Congress  was  asking  for 
recoupment.  We  wanted  appropriate  instances  of  fraud  and  mis- 
management to  be  held  accountable.  But  no  one  in  Congress  ever 
intended  for  citizens  to  be  put  into  a  situation  where  viable  busi- 
nesses or  personal  situations  because  of  D'Oench  Duhme,  forcing 
people  into  just  untenable  situations. 

We  managed.  Senator  Cohen  and  I,  to  get  the  RTC  to  change  its 
policy  at  one  point  and  begin  to  look  beyond  the  mere  face  of  the 
paper  and  to  look  at  the  actual  situation  and  make  a  determination 
whether  some  of  these  people  really  could  pay  back  over  a  period 
of  time,  refinance,  and  restructure  the  debt. 

What's  particularly  egregious  and  frustrating  about  the  situation 
with  the  Sweeneys,  Congressman  Torkildsen  and  I  wrote  the  RTC 
and  asked  them  to  stay  any  execution  of  the  sale  a  year  ago  then 
pending  Supreme  Court  decision  whether  they  were  going  to  hear 
the  case. 

We  were  ignored  in  the  course  of  that.  But  you  know  the  old  say- 
ing sometimes  we  learned  in  law  school  that  the  law  can  be  an  ass. 
And  this  is  an  instance  where  it  really  is. 


The  intent  of  Congress  originally  with  D'Oench  Duhme  was  to 
protect  against  secret  scheming  deals  where  there's  a  pyramid  of 
fraud. 

Here,  you  had,  indeed,  a  fraud,  but  it  was  a  fraud  perpetrated 
on  the  Sweeneys  by  ComFed,  the  bank,  that  agreed  to  consolidate 
some  debt  that  they  had  with  a  construction  loan  for  the  develop- 
ment of  property  that  they  owned. 

And  had  they  been  able  to  develop  the  property,  the  Government 
would  have  been  paid  back. 

But  because  of  the  fraud  in  ComFed,  the  regulators  came  in 
when  the  bank  failed  and  the  bank,  prior  to  that,  in  an  effort  to 
quickly  begin  to  recoup  to  react  to  its  own  inadequacies,  pulled  the 
construction  loan. 

So  all  of  a  sudden,  the  Sweeneys  were  caught  in  between,  and 
they  appropriately  sued. 

The  court  of  appropriate  jurisdiction  in  Massachusetts  awarded 
them  $4  million  in  damages,  finding — not  only,  incidentally,  they 
had  it  in  writing.  It's  supposed  to  be  in  writing.  But  not  only  is  it 
supposed  to  be  in  writing.  It's  supposed  to  be  approved  by  the 
board  of  directors. 

That  hadn't  happened  yet.  But  it  wasn't  their  fault.  That  was  a 
bank  decision. 

So  they're  proceeding  along  with  an  in-writing  contract.  Nothing 
that  they've  done  out  of  the  ordinary.  And  all  of  a  sudden,  regu- 
lators come  in  and  suddenly,  their  personal  belongings,  their  home 
of  generations  is  put  on  the  chopping  block  and  the/re  made  to  feel 
like  criminals  and  people  without  rights. 

And  that  is  exactly  what  makes  every  citizen  in  this  country  so 
angry  about  Government  and  bureaucracy.  It's  not  meant  to  do 
that.  I  don't  understand  why  a  Government  person  doesn't  bend 
over  backwards  to  try  to  fmd  a  way  to  solve  this  more  reasonably. 

The  Chairman.  So  let  me  ask  you. 

Senator  Cohen.  Could  I  add  one  thing  to  this,  Mr.  Chairman. 

The  Chairman.  Certainly. 

Senator  Cohen.  Senator  Faircloth  touched  upon  this.  I  must  tell 
you  what  we  did  with  respect  to  the  FDIC  and  RTC  regarding 
Recoil. 

We  had  many,  literally  hundreds  of  law-abiding  citizens  who  had 
loans  with  banks  which  failed  and  FDIC  came  in,  through  its  col- 
lecting agency  called  Recoil. 

And  what  Recoil  did  is  that  it  started  calling  performing  and 
nonperforming  loans.  In  other  words,  the  regulators  came  in  and 
they  said,  this  was  a  good  loan  when  you  made  it.  But  the  value 
of  the  asset  has  depreciated  to  the  point  where  even  though  you're 
making  payments  on  the  loan  regularly,  haven't  missed  a  payment, 
nonetheless,  we  don't  think  the  asset  is  worth  what  it  was.  There- 
fore, we  want  the  loan  now. 

Obviously,  there  was  no  capital  for  the  businesses  to  refinance. 
FDIC  called  the  loans  of  people  who  were  paying  on  their  monthly 
basis  without  missing  any  payments  at  all  and  put  them  out  of 
business. 

There  is  also  an  element  of  arrogance  involved  here,  I  want  to 
say,  and  it  may  be  endemic.  It  may  be  something  that's  unavoid- 


able.  But  the  arrogance  of  people  who  are  unelected,  who  don't 
have  to  be  responsive  to  the  people. 

I  would  say  to  those  in  the  audience  who  represent  these  agen- 
cies, I  feel  deeply  about  this.  I  never  want  to  be  put  in  a  position 
again  of  having  to  negotiate  with  the  head  of  an  agency  in  terms 
of  what  he  or  she  will  come  to  my  office  to  discuss  a  case. 

I  had  terms  laid  out  for  me  when  I  was  trying  to  see  if  there 
were  not  some  equitable  solution  that  could  be  reached  for  the 
Sweeneys.  I  was  told  this  is  what  we  will  discuss  in  your  office. 
This  and  only  this. 

My  position  from  this  point  on  is,  without  any  abuse  of  my  chair- 
manship, I'm  not  going  to  meet  with  agencies  any  more  in  my  office 
on  those  terms.  I  will  hold  a  hearing  and  we'll  put  people  under 
oath.  They  will  come  forward  and  they  will  be  subpoenaed  to  testify 
and  produce  documents. 

But  I'm  never  going  to  be  put  into  a  position  again  where  some- 
one tells  me  what  they  can  discuss  based  upon  what  their  lawyers 
have  indicated. 

And  I  want  to  make  it  very  clear  that  in  the  future,  I  won't  deal 
with  agencies  on  any  kind  of  a  private  basis  to  negotiate  some  kind 
of  an  equitable  solution.  I  will  have  ever3^hing  in  public,  every- 
thing under  oath,  and  all  the  documents  will  be  at  that  point  sub- 
poenaed. 

The  Chairman.  But  what  a  sorry  state  when  those  elected  who 
represent  the  people  are  placed  in  a  situation  where  they  literally 
may  be  held  hostage  for  making  a  legitimate  inquiry  as  it  relates 
to  the  status  of  a  particular  event,  where  an  agency  can  impugn 
the  integrity  of  the  Congressman  or  the  Senator,  set  limits  as  to 
what  they  will  or  will  not  speak  about,  and  make  it  so  that  the 
Congress  of  the  United  States,  all  of  its  Members — Democrats,  Re- 
publicans, Independents — are  forced  to  conduct  themselves  on  be- 
half of  their  citizens  in  such  a  manner  to  protect  themselves  and 
the  interests  of  their  citizens. 

I  think  it's  a  sorry  day. 

I  want  to  ask  one  question,  Senator.  I  know  you  have  an  Armed 
Services  meeting,  and  if  you  have  to  leave,  we  understand  that. 

Senator  COHEN.  This  is  just  as  important. 

The  Chairman.  I  ask  this  both  of  Senator  Kerry  and  yourself. 

Whose  fault  is  this?  Has  the  agency  simply  run  away  with  itself? 
The  RTC's  lawyers  in  the  Sweeney  case  made  $1,200,000. 

It  seems  to  me  that  if  the  Government  could  have  given  the 
Sweeneys  $1,200,000.  The  RTC's  lawyers  were  the  real  bene- 
ficiaries. 

I'm  going  to  ask  our  RTC  people,  don't  you  use  any  discretion? 
Do  you  just  determine,  well,  we  can  crush  somebody.  We  can  take 
away  their  rights  by  applying  a  standard,  a  standard  which  is  ab- 
solutely not  one  which  Congress  says  you  must  use  or  must  impose. 

Why  would  you  do  it  in  a  situation  that  is  rather  clear,  as  spelled 
out  by  both  Senator  Kerry  and  Senator  Cohen? 

I'm  going  to  ask,  why  would  they  do  this?  Whose  arrogance  is  it? 
And  where  do  you  lay  the  blame? 

When  you  appealed  to  the  RTC,  did  you  bring  it  right  up  to  the 
top?  And  what  did  they  say? 
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Senator  Cohen.  The  RTC  at  the  very  top  told  me  what  they 
would  agree  to  discuss  in  my  office  and  what  they  wouldn't  agree 
to  discuss. 

The  Chairman.  So  they  literally  said,  it's  none  of  your  business. 
We're  doing  what  we're  going  to  do. 

Senator  COHEN.  I  was  told  this  is  the  way  the  situation  stands. 
This  is  what  the  court  has  ruled.  And  frankly,  the  law  is  on  our 
side. 

Since  that  time,  they  have  made  several  propositions  to  the 
Sweeneys,  which  I  have  advised  the  Sweeney s  to  look  very  care- 
fully at. 

But,  nonetheless,  they're  still  in  the  position,  whatever  resolution 
comes  out,  of  having  major  attorneys'  fees  to  pay.  According  to  the 
Sweeneys,  the  taxpapers  have  already  paid  $1,062,000.  That's  what 
we  paid  to  litigate  this  claim  after  it  went  to  trial  at  the  State 
court. 

And  I  don't  know  what  their  bills  are  right  now,  but  they  can't 
pay  them.  So  they're  faced  with  a  real  dilemma.  The  RTC  has  fi- 
nally proposed  a  number  of  options,  which,  had  they  proposed  them 
2  or  3  years  ago,  would  have  made  some  sense. 

But  now,  the  Sweeneys  have  bills  that  they  can't  pay  and  they're 
being  forced  to  either  take  this  or  leave  it.  You  can  either  accept 
our  proposal — and  I  might  say  that  they  appear  to  be  more  reason- 
able now,  but  they  come  awfully  late. 

They  come  awfully  late  after  they've  gone  through  substantial 
turmoil,  3  or  4  years  of  absolute,  total  anxiety  of  being  under  the 
gun,  so  to  speak,  of  pay  up  or  get  out. 

The  Chairman.  Well,  I'm  going  to  be  interested  in  hearing  what 
their  latest  proposition  is. 

Senator  Bennett,  do  you  have  any  questions? 

OPENING  COMMENTS  OF  SENATOR  BENNETT 

Senator  Bennett.  Not  really,  Mr.  Chairman.  I  think  you've  cov- 
ered it  all. 

Let  me  just  take  advantage  of  Senator  Cohen's  being  here  to  try 
to  put  all  this  in  language  that  I  can  explain  to  my  constituents 
who  wonder  why  I'm  cosponsoring  a  bill  with  such  an  exotic  name, 
about  a  particular  legal  doctrine  that  most  people  don't  under- 
stand. 

To  try  and  put  it  into  a  context  that  is  a  little  more  familiar  to 
the  layman,  we  all  remember  Mr.  Frank  Lorenzo,  who  purchased 
Continental  Airlines,  took  it  into  bankruptcy,  and  then  used  the 
bankruptcy  shield,  if  you  will,  to  declare  all  other  contracts  null 
and  void. 

I  remember  the  picket  lines  from  the  pilots  whose  pension  plan 
disappeared.  Other  agreements  that  the  airline  had  made  dis- 
appeared because,  said  Mr.  Lorenzo,  this  is  in  bankruptcy. 

The  furor  was  sufficiently  great  that  Mr.  Lorenzo  was  ultimately 
forced  out  of  the  airline  business  and  I  believe  Government  agen- 
cies refused  to  allow  him  to  purchase  control  of  airlines  later  on  be- 
cause of  what  they  considered  to  be  improper  and  predatory  prac- 
tices. 

As  I  go  through  this  from  my  layman's  point  of  view,  I  see  a  par- 
allel, where  something  is  in  bankruptcy  and  the  receiver  in  bank- 


11 

ruptcy,  in  this  case,  the  FDIC,  says,  we  don't  have  to  honor  any 
of  the  agreements  that  were  made  unless  they  fit  a  very  specific 
profile. 

If  they  were  entered  into  in  good  faith  but  for  whatever  reason, 
didn't  get  into  this  profile,  we  can  now  use  that  as  a  loophole  to 
cancel  all  of  these  agreements  and  to  get  out  from  under  any  court 
orders,  just  as  Mr.  Lorenzo  used  the  bankruptcy  of  Continental  Air- 
lines to  cancel  the  pilots'  pension  plan. 

Is  that  a  fair  analogy  or  am  I  stretching  too  far? 

Senator  Cohen.  No,  I  don't  think  it's  a  stretch  at  all.  I  think 
what  you  have  here  if  I  go  back  to  the  Sweeney  case — and  again, 
this  applies  to  many  cases  other  than  the  Sweeneys — is  an  agree- 
ment, a  tort  having  been  committed,  and  a  violation  of  the  law  on 
the  part  of  the  bank  itself. 

Senator  Bennett.  Right. 

Senator  Cohen.  For  which  loan  officers  were  indicted  and  con- 
victed. 

And  in  spite  of  that,  you  have  the  RTC  coming  in  and  removing 
it.  They  hire  the  same  attorney  who  represented  the  bank,  remove 
the  case  to  the  Federal  court  and  invoke  D'Oench  Duhme.  The  at- 
torneys knew,  and  I  spoke  at  length  with  the  court  about  this,  that 
the  court  was  about  to  file  that  decision.  They  removed  the  case 
about  2  or  3  weeks  prior  to  the  decision  actually  being  written  and 
filed  and  thereby,  were  able  to  extinguish  it. 

So  it's  one  of  those  where  they  have  the  perfectly  legal  right  to 
do  so. 

Now  you  can  put  yourself  in  the  position  of  a  regulator  saying, 
if  we  exercise  judgment,  won't  these  Senators  come  around  and 
turn  on  us  anyway?  I'm  sure  that's  part  of  the  motivation  behind 
it,  saying  we're  going  to  go  right  by  the  book.  We  don't  care  what 
the  equities  are  because  Members  of  Congress  will  criticize  us,  ei- 
ther anyway. 

If  we  do  what  we  think  is  the  right  thing  and  exercise  some  flexi- 
bility in  judgment  here,  they're  liable  to  come  back  and  bite  us. 

So  I  can  understand  what  their  concern  is.  But  I  must  say,  in 
given  cases,  there  is  an  opportunity  and  was  an  opportunity  not  to, 
I  think,  take  advantage.  This  is  clearly  one  of  those  cases  where 
you've  got  a  couple  that's  about  to  become  solvent  and  have  quite 
a  few  dollars  in  their  pocket  by  virtue  of  bank  misconduct.  Yet, 
suddenly,  they  are  now  elevated  to  a  much  higher  position  than  the 
bank  would  have  been  had  it  remained  solvent. 

Now,  by  virtue  of  the  insolvency,  they  are  out  in  the  cold.  And 
really  out  in  the  cold.  This  is  not  figurative  speaking.  They  have 
no  place  to  go. 

Senator  Bennett.  Well,  I  think  your  description  of  the  attitude 
in  the  agency  is  exactly  right.  They're  terrified  of  diverging  in  any 
way  from  what  they  consider  to  be  the  absolute  book,  which  is  why 
we  have  to  rewrite  the  book  and  pass  this  bill. 

Thank  you. 

The  Chairman.  Thank  you.  Senator  Cohen. 

Senator  COHEN.  I'll  submit  this  for  the  record. 

Senator  Kerry.  Mr.  Chairman,  could  I  just  say  for  the  record,  I 
have  an  amendment  on  the  floor.  I  apologize  for  not  being  here.  My 
staff  will  stay.  And  I'm  appreciative  of  the  testimony. 


12 

The  Chairman.  Thank  you,  Senator. 

I'm  going  to  call  our  first  panel.  As  a  matter  of  fact,  I'm  going 
to  call  the  first  two  panels  together:  Sharon  Powers  Sivertsen,  As- 
sistant General  Counsel  for  the  FDIC.  Mark  Hileman,  Assistant 
General  Counsel,  litigation.  Resolution  Trust  Company. 

Our  second  panel:  David  S.  Hess,  president  of  Citizens  and  Busi- 
ness, for  D'Oench  Duhme  Reform.  James  H.  Harvey,  Jr.,  president, 
T&J  Heating  and  Air  Conditioning  Company  in  Bellingham, 
Massachussetts. 

Ms.  Sivertsen.  Let  me  say  for  the  record,  we'll  take  your  written 
testimony,  as  if  read  into  the  record  and  would  ask  you  to  keep 
your  remarks  down  to  5  minutes. 

STATEMENT  OF  SHARON  POWERS  SIVERTSEN,  ASSISTANT 
GENERAL  COUNSEL,  CLOSED  BANK  LITIGATION  AND  POL- 
ICY, FEDERAL  DEPOSIT  INSURANCE  CORPORATION,  WASH- 
INGTON, DC 

Ms.  Sivertsen.  I'll  try.  Thank  you. 

Good  morning,  Mr.  Chairman,  and  Members  of  the  Committee. 

I  appreciate  the  opportunity  to  testify  on  behalf  of  the  FDIC  with 
respect  to  our  policies  regarding  the  D'Oench  doctrine  and  section 
1823(e),  and  to  address  the  FDIC's  concerns  with  respect  to  S.  648, 
the  D'Oench  Duhme  ReformAct. 

My  testimony  will  briefly  describe  the  D'Oench  doctrine  and  sec- 
tion 1823(e)  and  the  public  policies  served  by  them,  the  steps  that 
the  FDIC  has  undertaken  to  attempt  to  strike  an  appropriate  bal- 
ance of  these  and  other  public  interests,  and  the  potential  impact 
of  the  proposed  D'Oench  Duhme  Reform  Act  on  the  FDIC. 

What  is  commonly  referred  to  as  the  D'Oench  doctrine  is  essen- 
tially an  estoppel  doctrine.  It's  applied  by  courts  to  bar  the  enforce- 
ment of  agreements  that  are  not  reflected  in  a  bank's  books  and 
records  if  the  bank  fails. 

The  D'Oench  doctrine  arises  from  a  1942  U.S.  Supreme  Court  de- 
cision in  which  a  borrower  signed  promissory  notes  to  a  bank  with 
a  secret  side  agreement  that  stated  that  the  notes  would  never 
have  to  be  repaid. 

The  court  held  that  the  debtor  could  not  assert  the  oral  side 
agreement  as  a  defense  to  collection  on  the  notes  because  it  had 
lent  itself  to  a  scheme  or  arrangement  that  likely  would  mislead 
bank  examiners. 

It  stated  that  the  FDIC  must  be  able  to  rely  on  a  bank's  books 
and  records  to  determine  its  true  financial  condition  and  recognized 
that  it  couldn't  do  that  if  the  bank's  books  and  records  were  inac- 
curate or  incomplete. 

The  related  statute,  section  1823(e),  was  enacted  by  Congress  in 
1950.  It  specifies  four  requirements  for  agreements  to  be  binding 
against  the  FDIC  if  a  bank  fails. 

The  statute  requires  that  any  agreement  be  in  writing,  executed 
by  the  borrower  and  the  bank,  approved  by  the  board  of  directors 
or  the  loan  committee,  and  continuously  an  official  record  of  the 
bank. 

There  are  three  important  policy  principles  accomplished  by  the 
D'Oench  doctrine  and  section  1823(e).  First,  the  principles  permit 
regulators  to  rely  on  a  bank's  records  for  evaluating  the  safety  and 


13 

soundness  of  the  bank  and  in  protecting  the  deposit  insurance 
funds  that  they  administer.  Accurate  books  and  records  are  also 
critical  components  to  the  FDIC's  ability  to  perform  many  of  its 
statutory  mandates,  such  as  prompt  corrective  action,  the  least-cost 
test,  and  the  efficient  disposition  of  assets  upon  a  bank's  failure. 

Second,  they  promote  careful  consideration  of  lending  practices, 
assure  proper  recordation  of  various  financial  transactions  and  pro- 
tect against  collusion,  particularly  right  before  a  bank  fails. 

Third,  they  protect  innocent  depositors  and  creditors  of  a  failed 
bank,  including  the  FDIC,  from  absorbing  losses  that  result  from 
unrecorded  agreements. 

Although  the  D'Oench  doctrine  and  section  1823(e)  promote  these 
critical  public  policy  goals,  the  FDIC  does  recognize  that  the  appli- 
cation of  these  principles  requires  a  balancing  of  these  goals  with 
the  public  interest  that  individuals  be  treated  fairly. 

Prompted  by  our  Chairman's  commitment  to  re-examine  the 
FDIC's  use  of  section  1823(e)  and  D'Oench,  the  FDIC  implemented 
new  guidelines  governing  their  use  in  November,  1994.  All  FDIC 
staff  and  outside  law  firms  have  been  trained  in  and  understand 
these  guidelines. 

The  goal  is  to  ensure  that  the  guidelines  are  understood,  fol- 
lowed, and  that  fairness  is  met. 

These  guidelines  also  provide  a  structure  for  the  FDIC  to  ensure 
the  exercise  of  sound  discretion  by  requiring  management  in  Wash- 
ington's approval  on  certain  categories  of  cases.  The  guidelines  are 
attached  to  my  testimony  and  provide  additional  details  on  this, 
but  some  of  the  most  important  ones  are  that  D'Oench  and  section 
1823(e)  will  not  be  asserted  when  a  vendor  provides  goods  and 
services  to  a  bank  prior  to  its  failure,  even  if  it  does  not  have  a 
written  agreement  for  those  services. 

That  is,  assuming  that  a  nursery  planted  flowers  around  a 
bank's  premises,  even  if  there  was  not  a  writing  in  the  bank's 
books  and  records,  if  we  could  demonstrate  that  in  fact  there  are 
now  flowers  there,  then  we  would  pay  the  contractor. 

We  believe  that  a  requirement  of  prior  review  and  approval 
under  the  guidelines  ensures  a  consistent  approach  and  helps  to 
balance  the  competing  goals  that  are  present  in  all  of  these  poli- 
cies. 

On  March  30,  1994,  Senator  Cohen  introduced  S.  648,  which  was 
cosponsored  by  you,  Mr.  Chairman,  and  Senators  Faircloth  and 
Bennett. 

Since  the  introduction  of  S.  648,  FDIC's  staff  has  met  several 
times  with  Senator  Cohen's  staff  and  staff  of  this  Committee  to  dis- 
cuss their  concerns.  As  a  result,  we  have  been  able  to  resolve  many 
of  those  concerns. 

Last  Friday,  we  received  a  new  version  of  the  bill  that  addresses 
many  of  the  concerns  that  FDIC  and  Senator  Cohen's  staff  had. 

While  some  of  the  exceptions  that  are  included  in  this  bill,  in- 
cluding the  exception  for  vendors  who  perform  services  are  reason- 
able, the  FDIC  is  concerned  about  a  very  small  number  of  addi- 
tional issues  and  believe  that  some  of  those  may  be  too  broad  and 
introduce  new  ambiguities  into  the  clear  requirements  of  the  stat- 
ute. 
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We're  particularly  concerned  about  the  provisions  of  the  bill  that 
would  exclude  all  liability  claims  and  all  allegations  of  intentional 
torts  or  violations  of  State  or  Federal  law. 

In  addition,  we're  concerned  about  potential  costs  and  additional 
exposure  to  the  Deposit  Insurance  Fund  by  the  application  of  the 
bill  to  all  pending  claims  and  litigation. 

The  current  version  of  S.  648  requires  a  written  agreement 

The  Chairman.  Let  me  ask  you  about  that. 

I  understand  when  you  raise  concerns  where  there  may  have 
been  fraud  or  where  the  soundness  and  safety  of  an  institution  may 
be  compromised.  I  understand  that. 

But  I  do  not  understand  how  you  can  advocate  silencing  valid 
legal  claims  and  defenses  with  regard  to  cases  that  are  presently 
being  considered,  on  the  grounds  that  litigation  expenses  will  in- 
crease. 

Either  it  is  something  that  is  right  and  moral  and  justified,  or 
it's  not. 

Now  if  it's  right,  and  if  we  want  to  have  the  law  applied  fairly, 
why  should  people  be  precluded  from  the  fair  application  of  the 
doctrine  of  D'Oench  Duhme? 

I  think  that's  what  we're  seeking  here.  At  least  that's  what  this 
Senator  is  seeking.  I  want  to  have  a  law  that  protects  taxpayers, 
U.S.  taxpayers,  but  at  the  same  time  is  not  applied  unfairly. 

There  should  be  some  standards  because,  obviously,  judging  from 
the  testimony  of  Senator  Cohen,  we  need  some  kinds  of  standards. 

In  November  1994,  the  FDIC  came  down  with  some  guidelines 
for  using  D'Oench  Duhme.  And  I  say,  good,  fme.  I'm  glad  that  we're 
not  going  to  just  have  it  applied  haphazardly. 

So,  why  would  you  want  to  just  simply  say,  we're  going  to  cut 
off  claims  and  defenses  because  there  would  be  exposure  of  tax- 
payer funds? 

In  other  words,  if  a  citizen's  claim  is  pending,  and  the  claim  re- 
lates to  an  arbitrary  raising  of  D'Oench  Duhme,  why  wouldn't  we 
want  to  adjust  that  in  fairness  to  that  citizen? 

Ms.  SrvERTSEN.  Senator,  we  have  no  objection  to  the  application 
of  the  proposed  bill  to  existing  cases  and  claims  as  a  fundamental 
matter. 

The  Chairman.  Right. 

Ms.  SiVERTSEN.  We  merely  wanted  to  highlight  the  fact  that  the 
way  FDIC  generally  does  business  in  terms  of  once  a  bank  closes, 
in  order  to  get  depositors  paid  and  to  get  credit  back  into  the  com- 
munity immediately,  it  generally  tends  to  rely  on  its  historical  ex- 
perience in  terms  of  what  it  expects  to  receive  on  asset  liquidations 
and  advances  dividends  to  proven  creditors  of  that  particular  re- 
ceivership. 

So,  in  other  words,  even  before  we've  actually  liquidated  those 
assets,  we  will  pay,  for  example,  80  or  85  cents  on  a  claim.  If  in 
fact  many  of  these  receiverships  are  fairly  late  in  the  game  at  this 
point  and  many  of  those  distributions  have  already  been  made,  if 
additional  claims  are  made  against  those  particular  receivership 
assets,  our  concern  is  merely  to  highlight  the  fact  that  there  may 
be  some  additional  cost  or  loss  to  the  deposit  insurance  funds. 

The  Chairman.  There  will  be  some  additional  cost  because  if  you 
have  instances  where  people  are  entitled  to  compensation  by  the 
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FDIC  or  the  RTC,  they  will  be  fairly  compensated,  as  opposed  to 
having  the  doctrine  cut  off  their  rights  unfairly. 

Sure,  there's  going  to  be  some  expense.  But  I  didn't  know  the 
Government  was  about  cutting  off  equitable  claims. 

That's  not  our  point.  I  don't  think  Congress  is  in  favor  of  that. 

Ms.  SrvERTSEN.  Senator,  the  FDIC  is  certainly  not  in  favor  of 
that,  either. 

The  Chairman.  OK. 

Ms.  SiVERTSEN.  I  think  our  concern  has  been  that  under  the  stat- 
utory mandates  under  which  we  operate,  we  have  already  given 
payment  on  a  number  of  claims  in  some  of  those. 

The  Chairman.  I  understand  that. 

Ms.  SiVERTSEN.  And  at  that  point,  we  don't  want  to  obviously  go 
back  and  try  and  recoup  that  money  from  existing  creditors. 

But  like  any  bankruptcy  estate,  there's  always  going  to  be  fewer 
assets  than  there  are  liabilities,  or  the  bank  wouldn't  have  closed. 

And  so  we're  talking  about  the  actual  limited  number  of  assets. 
Again,  these  aren't  taxpayer  funds.  These  are  assets  of  a  particular 
estate. 

That's  what  the  creditors  of  a  particular  receivership  go  after. 

And  if  there's  a  greater  number  of  claims,  then  there's  less  recov- 
ery on  a  particular  proven  claim. 

The  Chairman.  Why  don't  you  conclude?  I  interrupted  you. 

Ms.  SiVERTSEN.  I'm  sorry.  Again,  probably  the  only  two  other 
areas  that  we  are  concerned  about,  one  is  that  the  Senate  bill 
would  require  writings  only  for  receivership  assets. 

As  we've  indicated,  one  of  the  primary  goals  of  D'Oench  and  sec- 
tion 1823(e),  is  to  ensure  the  accuracy  of  a  bank's  books  and 
records. 

That  accuracy  is  ensured  only  if  there's  an  accurate  picture  of 
both  assets  and  liabilities.  So  we  would  like  to  have  the  Senate  bill 
expanded  to  include  liabilities. 

And  the  last  area  is  the  exception  that  currently  excludes  all  al- 
leged intentional  torts  or  alleged  violations  of  State  or  Federal  law. 

And  while  the  FDIC  does  not  seek  to  benefit  from  any  inappro- 
priate action  by  failed  banks  or  its  employees,  the  exception  as  cur- 
rently drafted  overwhelms  the  rule. 

Because  the  exception  requires  only  an  allegation  of  an  inten- 
tional tort  or  violation  of  State  or  Federal  law,  creative  claimants 
could  circumvent  that  requirement  merely  by  alleging  that  tort  or 
violation. 

We  believe  that  the  exception  needs  to  be  more  clearly  defined 
and  narrowed.  But,  again,  we  look  forward  to  working  with  Senate 
staff  to  ensure  that  the  concerns  with  respect  to  fraud  claims  are 
met. 

In  conclusion,  D'Oench,  and  section  1823(e),  serve  important  pub- 
lic policy  interests  in  the  supervision,  resolution,  and  liquidation  of 
banks. 

While  we  have  some  concerns  about  particular  provisions  of  S. 
648,  we  sincerely  appreciate  the  constructive  efforts  to  balance  the 
competing  public  interests  embodied  in  D'Oench  and  look  forward 
to  continuing  to  work  with  Congress  on  these  important  issues. 

Thank  you,  Mr.  Chairman.  This  concludes  my  testimony  and  I'd 
be  pleased  to  answer  any  questions. 
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The  Chairman.  Thank  you,  and  I  think  you've  done  a  good  job. 
Mr.  Hileman. 

STATEMENT  OF  MARK  P.  HILEMAN,  ASSISTANT  GENERAL 
COUNSEL— LITIGATION,  RESOLUTION  TRUST  CORPORA- 
TION, WASHINGTON,  D.C. 

Mr.  Hileman.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  Members  of  the  Committee,  my  name  is  Mark 
Hileman.  I'm  assistant  General  Counsel  for  litigation  at  the  Reso- 
lution  

The  Chairman.  Would  you  talk  into  that  microphone,  please? 

Mr.  Hileman.  Sorry,  Senator. 

As  I  said,  my  name  is  Mark  Hileman.  I'm  Assistant  General 
Counsel  for  Litigation  at  the  Resolution  Trust  Corporation. 

With  me  is  Jim  Wigand,  assistant  vice  president  of  the  Depart- 
ment of  Operations  and  Asset  Management  at  the  RTC. 

We  do  appreciate  the  opportunity  to  present  testimony  here  this 
morning  on  behalf  of  the  RTC  regarding  S.  648,  the  D'Oench 
Duhme  Reform  Act. 

Under  the  D'Oench  Duhme  doctrine  and  its  statutory  counter- 
part, section  1823(e)  of  title  12,  the  RTC  is  not  subject  to  claims 
and  defenses  premised  upon  agreements  allegedly  made  with  a 
failed  financial  institution  that  are  not  properly  recorded  in  the  in- 
stitution's official  books  and  records. 

D'Oench  and  section  1823(e)  have  provided  an  important  safe- 
guard for  taxpayer  funds  and  without  them,  the  cost  of  the  savings 
and  loan  clean-up  would  have  been  significantly  higher. 

To  date,  the  RTC  has  expended  approximately  $90  billion  in  tax- 
payer funds  in  resolving  747  failed  thrifts  and  in  protecting  25  mil- 
lion deposit  accounts. 

In  providing  these  funds  to  the  RTC,  the  Congress  expressly  di- 
rected the  RTC,  among  other  things,  to  conduct  its  activities  in  a 
manner  that  resulted  in  the  greatest  return  to  the  United  States 
on  the  sale  of  failed  thrifts  and  their  assets.  Congress  bestowed 
upon  the  RTC  important  tools  to  use  in  its  effort  to  maximize  the 
return  on  failed  thrift  assets,  including  section  1823(e). 

A  principal  purpose  of  both  D'Oench  and  section  1823(e)  is  to 
shield  the  Federal  banking  authorities  from  claims  and  defenses 
that  cannot  be  ascertained  from  a  failed  institution's  official  books 
and  records.  They  satisfy  the  need  of  Federal  banking  regulators 
to  be  able  to  determine  the  health  of  an  institution  by  examining 
the  records  of  the  institution  free  from  the  risk  that  unexecuted  or 
unrecorded  agreements  may  exist  which  reduce  the  value  of  the  in- 
stitution's assets  or  increase  the  institution's  liabilities. 

D'Oench  and  section  1823(e)  reduce  the  chances  that  collusive 
side  agreements  made  on  a  wink  or  a  handshake  can  flourish  unde- 
tected by  Federal  regulators,  possibly  encouraging  the  impairment 
of  an  institution's  financial  condition. 

Section  1823(e)'s  requirement  that  the  institution's  transactions 
be  approved  by  officially  recorded  action  of  the  institution  helps  en- 
sure that  unauthorized  side  deals  will  not  be  given  effect. 

D'Oench  and  section  1823(e)  are  particularly  helpful  in  defeating 
borrower  defenses  in  cases  in  which  secret  side  agreements  were 
intended  to  aid  in  the  fraudulent  schemes  of  thrift  insiders. 
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For  example,  the  RTC  has  recovered  $50  miUion  in  settlements 
with  certain  developers  and  borrower  who  acted  in  collusion  with 
Charles  Keating  to  defraud  Lincoln  Savings.  The  D'Oench  doctrine 
helped  the  RTC  avoid  arguments  that  Lincoln  was  bound  by  Mr. 
Keating's  unrecorded  promises  not  to  collect  on  those  debts. 

The  Chairman.  Let  me  ask  you  a  question. 

Mr.  HiLEMAN.  Yes,  sir. 

The  Chairman.  Have  you  looked  at  S.  648? 

Mr.  HiLEMAN.  The  current  version?  Yes,  sir,  I  have. 

The  Chairman.  The  proposed  legislation  that  has  been  intro- 
duced? 

Mr.  HiLEMAN.  Yes. 

The  Chairman.  Under  that  proposed  legislation,  wouldn't  Mr. 
Keating  still  be  barred  from  obtaining  a  judgment  in  his  favor? 

Mr.  HiLEMAN.  They  weren't  claims  by  Mr.  Keating,  Mr.  Chair- 
man. They  were  claims  by  the  borrowers  who  had  entered  into  side 
deals  with 

The  Chairman.  Wouldn't  they  be  precluded?  In  other  words,  we 
still  have  taken  ample  precaution  to  see  to  it  that  collusive  side 
agreements  obviously  would  not  be  protected  and  the  doctrine  of 
D'Oench  Duhme  would  be  applicable. 

Isn't  that  true? 

Mr.  HiLEMAN.  Senator,  that  language  is  in  the  statute,  yes,  sir. 
There  are  a  couple 

The  Chairman.  Well,  isn't  that  true? 

In  other  words,  I  want  to  know  that  if  S.  648  were  law,  would 
those  people  who  entered  into  collusive  agreements  with  Mr. 
Keating,  have  been  barred  and  wouldn't  D'Oench  Duhme  still  be 
applicable? 

You're  not  suggesting  that  now  they  would  not  be  barred. 

Mr.  HiLEMAN.  They  would  be  barred  if,  in  a  court,  on  the  hearing 
on  the  merits,  it  is  established  that  they  did  in  fact  collude,  yes, 
sir. 

The  Chairman.  Well,  let  me  ask  you  this.  Supposing  someone  en- 
ters into  a  written  agreement  and  the  written  agreement  is  not  re- 
corded in  the  official  minutes  or  records  of  the  bank. 

Do  you  think,  absent  collusion,  that  the  borrower  in  good  faith, 
who  has  a  claim  against  the  bank,  should  be  barred  because  the 
bank  failed  to  record  the  agreement  that  after  he  signed  it,  it 
would  be? 

Do  you  think  the  average  citizen  goes  back  to  see  whether  or  not 
the  board  of  directors  has  ratified  a  written  agreement  that  he  or 
she  enters  into  with  a  financial  institution? 

Have  you  ever  done  that?  You've  made  loans  with  banks,  haven't 
you? 

Mr.  HiLEMAN.  Yes,  sir. 

The  Chairman.  Did  you  ascertain  whether  the  board  of  directors 
when  you  made  a  loan  approved  it? 

Mr.  HiLEMAN.  No,  sir,  I  did  not. 

The  Chairman.  And  do  you  think  the  average  citizen  does? 

Mr.  HiLEMAN.  Sir,  I  don't  know  whether  the  average  citizen  does. 

The  Chairman.  Well,  if  you  haven't  done  it  and  you're  an  attor- 
ney, do  you  really  believe  that  the  average  citizen  goes  back  to  as- 
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certain  whether  or  not  the  board  of  directors  has  preserved  this 
agreement  and  has  approved  the  agreement? 

Mr.  HiLEMAN.  No,  sir,  I  don't.  And  I  will  also  say  that,  later  in 
my  statement  and  in  prior  statements 

The  Chairman.  You  see,  I  just  wanted  to  set  the  record  straight 
because  I  have  to  tell  you,  I  take  a  little  exception  to  the  kind  of 
characterization  that  you  made.  What  we're  trying  to  do  is  preserve 
legitimate  rights  of  citizens,  without  there  being  an  erroneous  and 
arbitrary  application  of  a  doctrine  which  is  intended  to  cut  off  col- 
lusion and  collusive  agreements  and  fraud. 

If  the  application  of  D'Oenche  Duhme  is  legitimate,  we  absolutely 
want  to  preserve  the  RTC's  right  to  invoke  it.  But  to  say  that  we 
would  be  opening  the  door  to  the  kinds  of  collusive  agreements  that 
you've  alluded  to  with  Mr.  Keating,  I  think  is  somewhat  of  an  over- 
statement. 

But  go  ahead.  Continue. 

Mr.  HiLEMAN.  Thank  you.  Senator. 

Should  an  institution  fail,  D'Oench  and  section  1823(e)  enable 
the  FDIC  and  RTC  to  evaluate  the  institution's  assets  and  liabil- 
ities quickly  and  accurately  and  to  determine  the  most  efficient  res- 
olution for  that  institution.  This  is  important  since  a  failed  institu- 
tion's going-concern  value  diminishes  the  longer  it  remains  under 
Government  control. 

D'Oench  and  section  1823(e)  encourage  prudent  consideration  of 
lending  practices  when  a  loan  is  made  and  assure  proper  recorda- 
tion of  banking  activities.  They  also  guard  against  haphazard  or 
collusive  restructuring  of  loans  to  the  detriment  of  the  institution 
and  its  creditors. 

In  enacting  section  1823(e),  Congress  thus  sought  to  balance  var- 
ious interests  of  the  public,  including  its  interest  in  the  integrity 
of  the  financial  institution  regulatory  and  insurance  system,  with 
the  interests  of  individuals  with  legitimate  claims  against  failed 
thrifts. 

The  RTC  believes  that  Congress  struck  an  appropriate  balance 
and  that  D'Oench  and  section  1823(e)  have  served  the  taxpayers 
and  Federal  deposit  insurance  funds  well. 

The  Chairman.  Are  you  for  or  are  you  against  S.  648? 

Mr.  HiLEMAN.  We  have  concerns  with  respect  to  the  current  ver- 
sion of  S.  648. 

The  Chairman.  Sivertsen,  Ms.  Sivertsen,  has  expressed  concerns 
and  obviously  staff  has  been  working  with  the  FDIC  and  RTC. 

Have  you  discussed  your  concerns  with  our  staff? 

Mr.  HiLEMAN.  We  have  had  some  discussions  with  your  staff. 
Some  of  our  concerns  are  set  forth  in  the  written  testimony  and 
some  of  our  views  with  respect  to  appropriate  aspects  of  S.  648  and 
certain  amendments  that  would  be  warranted  are  also  in  our  testi- 
mony. 

The  Chairman.  Do  you  believe  that  the  present  law,  as  written, 
should  be  left  as  is? 

Mr.  HiLEMAN.  The  RTC  believes  that  certain  amendments  are 
warranted. 

The  Chairman.  Certain  changes  of  the  existing  law? 

Mr.  HiLEMAN.  Yes,  sir.  We  have  supported  certain  changes. 
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For  example,  the  RTC  has  supported  an  amendment  to  section 
1823(e)  which  would  exempt  from  its  scope  certain  claims  by  small 
vendors  and  small  creditors  of  failed  thrifts. 

The  RTC,  in  response  to  a  question  that  you  asked  me  a  moment 
ago.  Senator,  has  supported  an  amendment  which  would  relax  the 
standard  that  the  loan  committee  or  the  board  of  directors  must 
approve  a  written  agreement  to  any  bank  officer  with  expressed 
written  authority  to  enter  into  that  agreement. 

The  RTC  has  also  supported  an  amendment  which  would  relax 
the  requirement  in  the  current  version  of  section  1823(e)  that  the 
agreement  be  executed  contemporaneously  with  the  institution's  ac- 
quisition of  the  asset,  recognizing  the  commercial  reality  that  bor- 
rowers and  financial  institutions  do  in  fact  restructure  and  renego- 
tiate their  agreements  from  time  to  time. 

The  RTC's  concerns  with  the  current  version  of  S.  648  essentially 
reflect  those  of  the  FDIC,  and  in  fact,  given  the  fact  that  the  RTC, 
Mr.  Chairman,  will  sunset  in  approximately  6  months  from  now, 
we  defer  to  the  FDIC  to  comment  specifically  and  in  detail  on  cer- 
tain of  the  prospective  applications  of  the  bill. 

A  couple  of  the  areas  where  we  particularly  share  their  concerns 
involve  the  provision  of  the  proposed  bill  that  would  create  an  ex- 
ception for  alleged  intentional  torts  or  violations  in  state  law. 

We  believe  it  is  likely  that  if  this  exception  were  enacted,  vir- 
tually every  party  with  a  claim  or  defense  based  on  an  unwritten 
or  unrecorded  agreement,  will  allege  that  a  failed  thrift  engaged  in 
tortious  conduct  or  violated  some  provision  of  law. 

The  Chairman.  Well,  what  if  they  can  prove  it?  Supposing  they 
can  prove  fraud? 

Mr.  HiLEMAN.  At  that  point.  Senator,  it  seems  to  me  that  you're 
dealing  with  the  balancing  of  public  interests. 

If  you  allow  claimants  who  allege  fraud  and  say  they  can  prove 
it  to  have  a  hearing  on  the  merits,  you  can  do  that.  What  you  will 
have,  then,  is  increased,  certainly,  litigation  costs  because  cases 
that  are  now  under  D'Oench,  usually  resolved  on  motion,  will  have 
to  go  through  a  full  trial. 

The  Chairman.  Have  you  heard  Senator  Kerry's  testimony,  and 
Senator  Cohen's? 

Mr.  HiLEMAN.  Yes,  sir. 

The  Chairman.  And  you're  aware  of  the  Sweeney  case? 

Mr.  HiLEMAN.  I  am  very  aware  of  the  Sweeney  case,  yes,  sir. 

The  Chairman.  OK.  Do  you  think  that  Congress  intended  that 
D'Oench  be  invoked  to  cut  off  people's  rights  in  such  a  case  where 
there  has  been  fraud  by  a  bank? 

Mr.  HiLEMAN.  Senator,  if  I  may 

The  Chairman.  No,  no,  no.  Do  you  think  that  was  our  intent? 
Maybe  you  do.  If  you  think  it  is,  just  say  it,  yes,  that's  your  intent. 

Mr.  HiLEMAN.  If  I  understand  the  question  to  be,  do  I  believe  it 
was  the  intent  of  Congress  when  it  enacted  section  1823(e)  to  cut 
off  allegations  of  fraud  based  on  unrecorded  or  unwritten  side 
agreements 

The  Chairman.  No,  no,  no,  no.  The  cut-off— where  fraud  has 
been  proved,  where  a  court  has  come  down  and  has  rendered  an 
award,  should  D'Oench  Duhme  then  be  invoked  to  cut  off  people's 
rights? 
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Mr.  HiLEMAN.  Senator,  may  I  address  the  Sweeney  case  briefly 
because 

The  Chairman.  No,  we're  going  to  get  into  that.  Let  me  tell  you 
what. 

We're  down  to  5  minutes.  We  have  a  vote  going  on  right  now. 

Senator  Bond,  would  you  like  to  make  a  statement  before  we  go 
down? 

OPENING  COMMENTS  OF  SENATOR  BOND 

Senator  Bond.  Mr.  Chairman,  I  appreciate  your  questions  be- 
cause we  do  have  questions  of  public  policy.  And  whether  the  cur- 
rent law  goes  too  far  on  one  side  or  the  other,  I  really  believe  that 
this  is  an  important  hearing. 

I'm  going  to  look  forward  to  reviewing  the  entire  testimony.  But 
I  have  other  commitments  and  with  your  concurrence,  I'll  thank 
the  witnesses  and  review  their  testimony  at  a  later  date. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you.  Senator. 

Senator  Bond.  I  thank  the  witness. 

The  Chairman.  Mr.  Hileman,  I  do  not  mean  to  be  overly  asser- 
tive. Senator  Faircloth  and  I  are  going  to  go  down  to  vote.  Senator 
Bennett  will  be  back  before  we  will  because  we're  trying  to  do  it 
in  shifts.  He'll  be  back  and  we'll  start,  so  that  you  can  finish  your 
statement.  And  then  we're  going  to  take  the  testimony  of  the  other 
two  witnesses.  And  then  we'll  get  into  some  questions.  OK? 

So  we  stand  in  recess  until  Senator  Bennett  gets  back.  [Recess.] 

Senator  Bennett  [presiding].  The  Committee  will  reconvene. 

I  apologize  to  the  witnesses  for  the  somewhat  anachronistic  way 
in  which  we  do  our  business  in  the  Senate.  It  requires  us  to  leap 
up  and  hike  across  the  Capitol  Plaza.  But  that's  the  way  it  is  and 
we're  back. 

I  apologize  for  not  knowing  where  we  were.  We  tried  to  work  it 
out  between  the  Chairman  and  me  that  I  would  leave  early  and  he 
would  stay,  but  I  couldn't  get  there  fast  enough. 

So  someone  tell  me  where  we  are  and  we'll  go  on.  It's  still  you, 
Mr.  Hileman? 

Mr.  Hileman.  I  can  recall  where  I  was.  I  believe  I  was  just  about 
done.  I  apologize  for  repeating  anything  I've  already  said. 

Senator  Bennett.  OK. 

Mr.  Hileman.  We  were  discussing  RTC's  specific  concerns  which 
we  share  with  the  FDIC  regarding  certain  provisions  of  the  current 
version  of  S.  648. 

We  especially  share  the  FDIC's  concern  regarding  the  provision 
of  the  bill  that  would  create  an  exception  to  section  1823(e)  for  al- 
leged intentional  torts  or  violations  to  State  or  Federal  law. 

If  this  exception  is  enacted,  we  believe  it  likely  that  virtually 
every  party  with  a  claim  or  defense  based  on  an  unwritten  or  unre- 
corded agreement  will  allege  that  the  failed  thrift  engaged  in 
tortious  conduct  or  violated  some  provision  of  law. 

This  exception  would  thus  seriously  threaten  to  engulf  the  gen- 
eral rule. 

Moreover,  because  allegations  of  intentionally  tortious  conduct  or 
violation  of  law  are,  by  their  very  nature,  fact-intensive,  this  provi- 
sion could  significantly  increase  litigation  costs. 
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Under  D'Oench  and  section  1823(e),  in  their  current  form,  most 
cases  involving  unwritten  or  unrecorded  agreements  are  resolved 
on  motion  without  the  expense  of  a  trial. 

S.  648  would  preclude  this  prompt,  cost-effective  resolution  in 
virtually  every  instance.  In  many  cases,  full  trials  would  be  re- 
quired to  resolve  numerous  factual  issues  before  it  could  be  deter- 
mined whether  section  1823(e),  as  amended,  would  even  apply  at 
all. 

In  addition,  due  to  factual  obstacles  the  RTC  would  encounter  in 
marshalling  evidence  to  defend  claims  no  longer  covered  by  section 
1823(e),  it  would  be  difficult  for  the  RTC  to  overcome  questionable 
or  perhaps  even  frivolous  claims. 

In  many  instances,  for  example,  witnesses  from  the  failed  thrift 
will  be  unavailable,  uncooperative,  or  even  hostile. 

As  a  result,  claimants  with  spurious  claims  could  potentially  re- 
ceive undeserved  windfalls. 

The  RTC  is  additionally  concerned  about  the  potential  effect  of 
the  bill  on  purchasers  of  a  failed  institution's  assets.  Some  courts 
have  extended  the  protections  of  D'Oench  and  section  1823(e)  to 
asset  purchasers,  reasoning  that  this  fosters  the  development  of  a 
secondary  market  for  those  assets,  thereby  helping  the  receiver 
maximize  asset  value  and  reduce  losses. 

These  asset  purchasers  may  bid  less  if  there  is  a  greater  chance 
that  the  assets  could  become  subject  to  unknown  defenses  or  be- 
come involved  in  litigation  that  would  currently  be  avoided  by 
D'Oench  and  section  1823(e). 

In  addition,  the  RTC  shares  the  FDIC's  concern  that  the  lack  of 
a  requirement  in  S.  648  that,  to  be  enforceable,  an  agreement  must 
be  in  the  institution's  books  and  records,  undercuts  many  of  the 
sound  policy  considerations  which  underlie  D'Oench  and  section 
1823(e). 

While,  as  noted,  the  prospective  aspects  of  S.  648  will  affect  the 
FDIC  more  significantly  than  the  RTC,  due  to  the  RTC's  impending 
sunset,  any  effort  to  apply  the  legislation  retroactively  would  have 
a  substantial  and  costly  impact  on  the  RTC  and  the  taxpayers. 

The  RTC  is  pleased  to  note  that  the  retroactive  applicability  pro- 
vision contained  in  the  original  version  of  S.  648  has  been  signifi- 
cantly scaled  back  in  the  substitute  amendment  proposed  by  Sen- 
ator Cohen. 

Mr.  Chairman,  that  concludes  my  testimony.  I  thank  you  for  the 
opportunity  to  appear  here  today  and  would  be  happy  to  respond 
to  any  questions. 

Senator  BENNETT.  Thank  you. 

You  told  us  that  D'Oench  Duhme  came  about  in  order  to  prevent 
banks  from  making  deals — I'll  start  again. 

You  told  us  that  the  concern  was  over  deals  that  were,  in  your 
words,  a  wink  and  a  handshake. 

Mr.  HiLEMAN.  One  concern,  yes,  sir. 

Senator  Bennett.  Are  you  suggesting  the  Sweeney's  case  is  be- 
cause of  a  wink  and  a  handshake? 

Mr.  HiLEMAN.  The  Sweeney's  case — and  if  you'd  like  for  me  to 
get  into  it  in  detail  at  this  point,  Mr.  Chairman,  I'd  be  happy  to. 

Senator  Bennett.  Let's  not  get  into  detail.  Let's  stay  in  general 
concepts  here. 
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But  this  is  a  fairly  simple  question,  it  seems  to  me.  Is  the 
Sweeneys'  case  based  on  a  wink  and  a  handshake? 

Mr.  HiLEMAN.  I  don't  know  if  there  was  a  wink  and  I  don't  know 
if  they  shook  hands. 

The  Sweeneys'  case,  Mr.  Chairman,  is  based  on  a  contention  by 
the  Sweeneys  at  a  time  when  they  had  defaulted  on  a  loan  and  at 
a  time  when  they  were  facing  foreclosure  that  the  bank  had  made 
an  unwritten  and  unrecorded  agreement  with  them. 

Senator  BENNETT.  I  understand  that. 

Mr.  HiLEMAN.  To  the  extent  that  there  is  a  pejorative  sense  to 
the  terms,  wink  and  a  handshake,  I'm  not  asserting  that  there  was 
a  wink  and  a  handshake  involved  in  the  Sweeneys'  case. 

The  Sweeneys'  was  a  classic  D'Oench  case  involving  an  unwrit- 
ten and  unrecorded  side  agreement  that  would  add  additional 
terms  to  the  writing  that  was  in  the  bank's  books  and  records  at 
the  time  it  failed. 

Senator  Bennett.  OK.  But  you've  made  the  point  that  I  want  to 
make  that  I  think  should  be  clearly  on  the  record.  And  that  is  that 
this  bill  is  not  an  attempt  to  go  back  to  pre-D'Oench  days  when, 
with  a  wink  and  a  handshake,  two  people  can  conspire  to  defraud 
somebody. 

This  bill  is  not  about  that,  and  I  think  that  that  should  be  made 
very  clear.  And  I  think  that  that's  why  the  Chairman  reacted  as 
he  did,  because  the  implication  in  your  testimony  is  that  this  bill 
is  an  attempt  to  go  back  to  the  bad  old  days  when,  and  to  use  your 
phrase,  people  could  conspire  and  with  a  wink  and  a  handshake, 
commit  fraud  and  be  beyond  any  legal  redress. 

This  bill  is  not  an  attempt  to  create  that  kind  of  a  circumstance. 

Mr.  HiLEMAN.  Senator,  let  me  clarify,  if  I  left  the  implication 
that  I  felt  that  was  the  intent  of  the  bill.  The  RTC  does  not  believe 
that  that  was  the  intent  of  the  bill. 

Senator  Bennett.  OK. 

Mr.  HiLEMAN.  What  we  were  suggesting,  however,  is  that  by  es- 
sentially opening  up  the  litigation  process  to  a  trial  on  the  merits 
to  any  claimant  who  alleges  fraud  or  a  violation  of  law.  State  or 
Federal,  that  the  bill  could,  in  some  instances,  have  that  effect  be- 
cause of,  among  other  things,  the  practical  obstacles  that  the  RTC 
has  when  it  is  attempting  to  litigate  cases  involving  who  said  what 
at  the  institution  at  the  time. 

Senator  Bennett.  I  am  satisfied,  Mr.  Hileman,  or  I  wouldn't 
have  cosponsored  the  bill,  that  there  are  serious  problems  with 
D'Oench  Duhme  and  the  way  it  is  currently  being  applied. 

Do  I  take  it  from  your  testimony  that  you  disagree  with  that  and 
say  there  are  no  problems? 

Mr.  HiLEMAN.  I  don't  believe  that  was  our  testimony,  no,  sir. 

We  suggested  that  there  are  certain  changes  that  can  be  made 
fairly  and  are  warranted  to  make  in  section  1823(e). 

Senator  BENNETT.  Are  there  any  of  those  that  you  can  make  ad- 
ministratively without  the  Congress  changing  the  law? 

Mr.  HiLEMAN.  Well,  in  fact.  Senator,  we  have  done  that.  Al- 
though there  is  not  an  exception  in  the  current  statute  for  small 
vendors  or  trade  creditors  of  institutions,  by  policy,  the  RTC  will 
pay  small  vendors  and  trade  creditors  of  institutions,  even  where 
they  do  not  have  written  agreements  with  the  institution,  as  long 
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as  there  is  some  indication  somewhere  that  the  good  or  service  was 
received  by  the  institution. 

I  think  an  example  that  the  FDIC  has  used  is  if  the  flowers  are 
growing  out  front  and  the  gardener  says  that  they  planted  them, 
we  will  take  that  as  evidence  that  they  did  that  and  we  pay  those. 

Senator  Bennett.  Was  there  a  time  under  D'Oench  Duhme  when 
you  did  not  pay  those  or  when  the  FDIC  did  not  pay  those? 

Maybe  you  can  answer  that  question  since  he's  RTC  and  you're 
FDIC. 

Ms.  SiVERTSEN.  Yes,  Senator.  Generally,  it  has  been  the  practice 
of  FDIC  to  pay  small  vendors  and  creditors. 

There  have  been  at  least,  that  I'm  aware  of,  two  situations  in 
which  vendors  were  not  paid  for  services  because  of  D'Oench.  That 
actually  prompted  concern  on  our  part  and  was  the  impetus  for  ad- 
ditional policies  and  review  and  the  generation  of  the  guidelines 
that  were  enacted  last  November. 

Senator  Bennett.  It  was  not  until  last  November  that  you  start- 
ed paying  gardeners  for  flowers  that  were  growing? 

Ms.  SiVERTSEN.  No,  Senator.  We  actually  have  been.  It  has  been 
the  long-standing  policy  to  pay  any  vendor.  The  problem  appar- 
ently that  we  ran  into  is  that  vendors  can  be  anything  from  attor- 
neys to  a  gardener.  All  of  them  are  providing  services. 

And  the  question  has  come  up,  generally,  when  a  bank  fails, 
someone  files  a  claim  with  the  receivership,  like  you  would  do  in 
bankruptcy  and  you  make  out  your  claim.  Usually,  attached  to  that 
claim  is  going  to  be  some  written  agreement  or  note  or  something 
like  that. 

Because  someone  had  nothing  to  attach,  but  just  filed  a  claim 
and  the  claim  was  disallowed  because  it  was  not  proven,  there  was 
no  evidence  of  those  services,  that  person  was  aggrieved. 

We  try  to  remedy  those,  and  we  have  talked  to  Senate  staff  and 
said,  if  there's  any  situation  like  that  that  they  find  out  about  it, 
we  have  certainly  taken  the  initiative  on  our  part  and  we  are 
ready,  willing,  and  able  to  pay  any  of  those  people. 

They  should  not  be  D'Oenched  and  they  should  not  be  subject  to 
nonpayment  for  their  services. 

Senator  Bennett.  So  we  have  crossed  a  threshold  saying  we  are 
not  going  to  apply — I  say  we.  You,  the  FDIC,  not  you,  personally, 
the  FDIC,  we,  the  Government — have  crossed  a  threshold  saying, 
if  there's  clear  evidence  that  a  service  or  good  was  delivered  to  the 
bank  in  good  faith,  even  if  the  paperwork  isn't  in  completely  good 
order  so  that  we  could,  within  the  legal  structure  of  D'Oench  refuse 
it,  common  sense  is  going  to  rule  and  we  say,  we  know  the  service 
or  good  was  provided.  We  know  it  was  provided  in  good  faith.  We 
will  not  hang  on  to  the  excuse  that  there  isn't  proper  paperwork. 
We  will  go  ahead  and  reimburse. 

Ms.  SiVERTSEN.  That's  absolutely  correct. 

Senator  Bennett.  OK. 

Ms.  SrvERTSEN.  In  fact,  if  someone  claims  that  a  payment 
shouldn't  be  made  on  a  claim  like  that,  they  must  come  all  the  way 
up  to  Washington,  get  signatures  from  both  our  client  side  and 
from  legal,  justifying  why  it  is  they  believe  that  that  payment 
shouldn't  be  made. 
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So  it  would  be  very  difficult  to  assert  D'Oench  in  any  situation 
like  that. 

Senator  Bennett.  I  applaud  you  for  that  outbreak  of  good  sense. 

Now,  I  ask  how  high  is  the  threshold,  and  is  there  any  thought 
in  the  agency,  either  agency,  to  try  to  use  the  same  good  sense  im- 
pulse to  deal  with  something  other  than  vendors? 

Ms.  SrvERTSEN.  Senator,  that  was  actually  the  impetus  for  our 
D'Oench  and  section  1823(e)  guidelines.  They  again  are  attached  to 
the  testimony.  But  they  provide  categories  of  cases  where  given  ei- 
ther the  case  law,  congressionals,  or  just  fundamental  feelings  of 
fairness  on  the  part  of  attorneys  or  clients  within  the  FDIC,  we  put 
together  a  task  force.  We  looked  at  every  case.  We  solicited  input 
from  everyone  across  the  country,  looked  back  through 
congressionals,  et  cetera,  to  try  and  identify  those  areas  where  we 
believe  the  use  of  D'Oench  or  section  1823(e)  would  result  in  some 
type  of  unfairness. 

If,  in  those  categories  of  cases,  which  include  things  like  a  dili- 
gent party  that  did  everything  they  possibly  could  to  get  a  docu- 
ment in  writing,  but  for  some  reason,  unknown  to  them,  it's  not  re- 
corded, those  types  of  situations,  we  put  those  together.  Those 
guidelines  are  out  there. 

Again,  it  provides  additional  levels  of  discretion  that  must  be  ex- 
ercised and  in  all  of  those  categories  of  cases,  memos  must  be  put 
together  describing  why  an  attorney  believes  that  D'Oench  should 
be  exercised  and  the  approval  must  be  given  in  Washington  before 
it  can  be  used. 

Senator  Bennett.  I'm  showing  my  bias  here,  but  there  is  a  whole 
lot  of  activity  by  attorneys  in  this  whole  circumstance  which  I  have 
found  in  my  own  practice  often  gets  in  the  way  of  common  sense 
and  proper  solutions. 

And  you're  saying,  well,  the  attorney  has  to  do  this  and  they 
have  to  review  that.  Maybe  that's  just  the  nature  of  the  Govern- 
ment agency  beast.  Maybe  there  isn't  anything  we  can  do  about  it. 

But  we  now  get  to  the  question  which  the  bill  addresses  which 
the  Chairman  referred  to,  where  the  lack  of  paperwork  is  not  the 
responsibility  of  the  individual.  The  question  asked  you,  Mr. 
Hileman — did  you  check  to  make  sure  that  the  bank  created  proper 
paperwork  on  your  loan,  if  in  fact  something  was  going  to  flare 
back  on  that  later  on,  should  the  bank  go  under  and  you  find  your- 
self potentially  D'Oenched  because  the  bank  didn't  file  the  proper 
paper. 

And  your  answer  was,  no,  you  didn't  check.  And  the  Chairman's 
question  is  self-evident.  Neither  does  anybody  else. 

And  that  raises  the  question,  then,  of,  in  your  outburst  of  com- 
mon sense  dealing  with  vendors,  have  you  considered  the  possibil- 
ity of  changing  what  it  is  that  you  demand  from  the  bank  in  some 
of  these  tort  circumstances? 

Mr.  Hileman.  Let  me  address  the  question  with  respect  to  RTC. 

We  do  have  discretion  and  it  is  exercised.  In  my  experience,  and 
I  think  in  RTC's  experience,  there  are  very,  very  few  cases  in  which 
we  have  been  confronted  with  a  situation  where  a  document  is  in 
writing,  properly  executed,  and  has  simply  not  made  its  way  into 
the  books  and  records. 

We  look  at  those  very  closely. 
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And  I  believe  there  was  a  recent  case  in  which  that  situation  oc- 
curred and  we  determined  that  we  would  exercise  our  discretion 
and  not  invoke  D'Oench  or  section  1823(e). 

The  vast  majority  of  D'Oench  cases  do  not  involve  a  written 
agreement  that  has  somehow  not  made  its  way  into  the  books  and 
records.  The  vast  majority  of  the  D'Oench  cases  in  the  RTC's  expe- 
rience involve  allegations  or  oral  agreements,  unwritten  agree- 
ments that  vary  to  change  or  add  to  the  terms  of  the  written  agree- 
ment which  is  already  in  the  books  and  records. 

That's  the  situation  that  we're  confronted  with  in  most  D'Oench 
situations. 

Senator  Bennett.  Is  that  the  situation  in  the  Sweeneys'  case? 

Mr.  HiLEMAN.  Yes,  sir,  it  was.  In  the  Sweeneys'  case,  there  was 
a  written  note  taken  out  by  the  Sweeneys  from  ComFed  for  $1.6 
million.  The  Sweeneys  made  no  payments  on  that  note. 

The  note  went  into  default.  ComFed  sued  to  collect  on  the  note 
and  to  foreclose  on  the  security  that  the  Sweeneys  gave  for  the 
note. 

At  that  point,  for  the  first  time,  the  Sweeneys  asserted  in  the 
State  court  where  they  were  against  the  bank  at  the  time  that 
there  was  an  unwritten  agreement  that  the  bank  would  loan  them 
additional  funds.  And  they  asserted,  therefore,  because  the  bank 
did  not  do  that,  I  believe  that  they  should  be  freed  from  the  debt 
obligation  that  they  had. 

That  case  went  to  trial.  A  jury  found — I  want  to  make  sure  that 
I'm  correct  here,  so  I'll  even  quote  from  the  State  court  judge's  find- 
ings of  fact. 

After  a  full  trial  in  the  State  court,  the  jury  found  there  was  no  breach  by 
ComFed  of  any  obligation  owed  to  the  Sweeneys  under  any  agreement,  whether  oral 
or  in  writing.  The  jury  found  that  neither  ComFed  nor  its  employees  or  officers  com- 
mitted fraud  or  interfered  with  any  business  relations  the  Sweeneys  may  have  had. 

That's  what  the  jury  found. 

Nine  months  later,  ComFed  fails.  The  RTC  is  appointed  receiver. 
At  that  point,  the  RTC  has  the  power  and  does  so  as  a  matter  of 
policy,  to  remove  State  court  cases  to  Federal  court. 

The  RTC  did  that.  At  that  point,  as  a  matter  of  law,  Senator,  the 
State  court's  jurisdiction  ended  and  the  Federal  court's  jurisdiction 
began.  And  at  that  point,  the  RTC  did  assert  D'Oench,  as  this  ap- 
peared to  be  at  that  time  a  classic  D'Oench  case — an  allegation  of 
an  oral  agreement  to  vary  or  add  to  the  terms  of  a  written  agree- 
ment. 

The  Chairman.  You  said  at  that  time  it  appeared  to  be.  Have 
you  ascertained  whether  that's  the  case  since? 

Senator  Bennett.  The  pattern  of  facts  that  you're  giving  me  im- 
plies that  the  Sweeneys  lost  at  every  level. 

Mr.  HiLEMAN.  They  did,  sir. 

Senator  Bennett.  Where  did  the  $4  million  judgment  come  from, 
then? 

Mr.  HiLEMAN.  Let  me  continue,  Senator. 

The  jury  found  that  the  Sweeneys  were  liable  to  ComFed  and 
awarded  damages  to  ComFed  slightly  in  excess  of  $2  million.  That 
included  principal,  interest,  late  charges  and  attorneys'  fees  on  the 
loan. 
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The  case  9  months  later  was  removed  by  the  RTC.  Three  weeks 
after  that,  after  the  State  court's  jurisdiction,  as  a  matter  of  law, 
beyond  any  question  had  ended,  the  State  court  judge,  for  whatever 
reason,  issued  an  order. 

That  order  stated,  in  part,  I  have  considered — and  this  is 
quoting: 

essentially  the  same  evidence  the  jury  considered.  I  have  come  to  the  opposite 

conclusions  in  most  areas. 

That  order  was  entered  in  conjunction  with  two  counts  of  the 
Sweeneys'  claim  that  the  State  court  judge  had  reserved  to  herself, 
that  did  not  go  to  the  jury. 

As  a  matter  of  law,  when  the  case  was  removed,  those  went  to 
the  Federal  court.  The  Federal  court  recognized  that  and  the  State 
court's  subsequent  orders  after  removal  were  a  legal  nullity,  void 
as  a  matter  of  law,  and  were  expunged  by  the  Federal  court  judge. 

Senator  Bennett.  Has  anybody  in  the  Federal  court  examined 
the  merits  of  the  State  court  judge's  opinion?  Since  the  Federal 
court  took  jurisdiction  away  from  the  State  court,  it  would  seem  to 
me,  as  a  layman  who's  never  gone  to  law  school,  that  if  they're 
going  to  take  jurisdiction,  they're  going  to  decide  those  issues. 

Has  a  Federal  judge  decided  the  issues  that  the  State  judge  de- 
cided, either  for  or  against  the  Sweeneys? 

Mr.  HiLEMAN.  The  Federal  district  court  judge  adopted  the  ver- 
dict of  the  jury  on  the  issues  that  went  to  the  jury  as  its  own.  With 
respect  to  the  two  counts  that  have  been  withheld,  the  Federal  dis- 
trict court  judge  stated  that  the  D'Oench  doctrine  barred  those  be- 
cause they  were  based  on  an  oral  agreement. 

Senator  Bennett.  So  your  answer  to  my  question  is,  no,  the  Fed- 
eral court  has  not  decided  those  issues  on  its  merits. 

Mr.  Hileman.  The  two  issues  held  back  by  the  State  on  its  mer- 
its? 

Senator  Bennett.  That's  right. 

Mr.  Hileman.  Yes,  Senator,  that's  correct. 

Senator  Bennett.  I  see.  Thank  you. 

Mr.  Hileman.  It  applied  the  D'Oench  doctrine  as  written. 

The  Chairman.  Senator  Faircloth,  do  you  have  any  questions? 

Senator  FAIRCLOTH.  Yes,  I  do.  I  can  think  of  another  famous  case 
in  which  you  did  this,  too.  But  why  did  the  RTC  hire  the  same  law 
firm  the  bank  used  to  sue  the  Sweeneys?  Since  the  bank  had  been 
found  by  State  court  to  be  guilty  of  fraud,  would  you  not  think 
there  would  be  a  conflict  by  going  back  and  hiring  the  same  law 
firm?  Weren't  there  any  other  law  firms  around? 

Mr.  Hileman.  There  were  other  law  firms  around,  yes.  As  a  mat- 
ter of  practice,  when  the  RTC  came  in,  there  were  hundreds  and 
perhaps  thousands  of  lawsuits  with  respect  to  each  institution  it 
was  appointed  receiver. 

With  respect  to  ongoing  litigation,  there  were  frequently  in- 
stances where  the  RTC  retained  counsel  that  the  bank  already  had 
to  continue  to  go  forward  with  the  case. 

I'm  not  sure  with  respect  to  any  allegations  of  fraud  regarding 
the  lawyers  who  were  handling  the  case. 

Senator  Faircloth.  But  the  bank  had  been  found  guilty  of  fraud 
in  State  court. 
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Mr.  HiLEMAN.  Well,  the  jury  had  found  that  the  bank  did  not 
commit  fraud,  Senator.  The  State  court  judge  found,  and  actually, 
the  State  court  judge,  without  jurisdiction,  found  a  violation  of 

The  Chairman.  What  do  you  mean,  without  jurisdiction? 

Mr.  HiLEMAN.  Well,  let  me 

The  Chairman.  Talk  into  that  microphone,  please. 

Mr.  HiLEMAN.  I'm  sorry,  Senator. 

Senator  Faircloth.  If  he  didn't  have  jurisdiction,  you  mean  the 
whole  fraud  thing  was  a  total  null  and  void,  nothing  to  it? 

Mr.  HiLEMAN.  There  were  a  number  of  counts  in  the  complaint 
filed  by  the  Sweeneys.  A  number  of  those  counts  were  submitted 
to  the  jury  in  the  State  court  trial.  I  believe  one  of  those  was  a 
count  for  fraud  and  the  jury  found  that  there  had  not  been  fraud 
committed. 

Two  of  the  counts,  one  of  which  was  a  violation  of  a  State  fair 
trade  practices  act,  I  believe,  was  retained  by  the  State  court  judge. 

The  jury's  verdict  in  awarding  the  $2  million  to  ComFed  occurred 
after  a  full  trial  on  the  merits  while  the  State  court  had  jurisdic- 
tion. 

The  RTC  was  appointed  receiver  9  months  later.  The  RTC  re- 
moved the  case.  Removal  of  a  State  court  case  to  Federal  court,  as 
a  matter  of  law,  strips  the  State  court  of  jurisdiction  to  do  anj^hing 
further  in  the  case  and  it  moves  the  case  to  Federal  court. 

The  Chairman.  Mr.  Hileman,  don't  you  see  or  appreciate  what 
you're  doing? 

The  fact  of  the  matter  is  that  were  the  doctrine  of  D'Oench 
Duhme  not  invoked,  you  would  have  had  an  order  from  the  court 
that  found  against  the  bank,  in  favor  of  the  Sweeneys,  for  the  two 
counts  of  fraud  that  the  judge  retained  to  themselves. 

Isn't  that  true? 

Mr.  HiLEMAN.  It  would  be  true  if  the  case  had  not  been  removed 
to  Federal  court,  yes,  sir. 

The  Chairman.  Fine.  So,  you  see,  don't  tell  us  that  the  order  did 
not  become  effective  while  a  judge  had  reserved  before  the  judge 
had  entered  the  judgement,  that  you  had  removed  it  to  the  Federal 
court. 

I  mean,  barring  that  and  invoking  D'Oench  Duhme,  you  would 
have  had  a  judgment  against  the  bank  for  approximately  $4  mil- 
lion. Isn't  that  right? 

Mr.  HiLEMAN.  I  think  it  was  somewhat  less  than  $4  million. 
However 

The  Chairman.  OK.  $3  million,  whatever.  How  much? 

Mr.  HiLEMAN.  I  can  give  you  a  specific  number. 

The  Chairman.  That's  not  the  issue.  There  would  have  been  a 
finding  against  them. 

Is  that  correct?  You  were  very  precise  in  reporting  that  the  Fed- 
eral court  ruled  against  the  Sweeneys.  But  when  it  came  to  the 
judge  who  had  reserved  to  herself  two  of  these  counts,  then,  well, 
that  wasn't  important  because  the  case  was  removed. 

Don't  you  understand,  we  think  it  is  important.  We  think  you 
make  decisions  based  upon  the  merits. 

Senator  Bennett.  If  I  can  interrupt,  Mr.  Chairman. 
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The  characterization  that  I  hope  you're  not  making,  but  that 
might  have  been  left,  is  that  the  jury  was  right  and  decided  the 
case  and  the  judge  was  wrong. 

And  as  I  heard  you  explain  it,  that's  the  first  impression  I  got. 
As  I  heard  you  explain  it,  there  are  three  items — let's  see  if  I've 
got  it  right. 

There  are  three  items  here  that  were  at  issue.  One  was  given  to 
the  jury.  The  other  two  were  held  for  the  judge. 

Is  that  correct? 

Mr.  HiLEMAN.  There  were  a  number  of  counts  given  to  the  jury. 
I'm  not  exactly  sure  how  many. 

Senator  Bennett.  OK. 

Mr.  HiLEMAN.  There  were  two  retained  by  the  State  court  judge. 

Senator  Bennett.  There  was  a  bundle,  then,  of  items,  however 
large,  two,  three,  you  don't  know.  I  don't  know.  It  doesn't  really 
matter.  There  was  a  bundle  of  issues  given  to  the  jury  and  there 
was  a  bundle  of  issues  held  by  the  judge.  The  jury  made  its  deci- 
sion on  the  issues  that  were  before  it. 

What  I  hope  you're  not  saying  is  that  the  jury's  decision  on  the 
issues  before  it  must  be  taken  as  dispositive  and  therefore,  apply 
to  the  issues  that  were  before  the  judge. 

Mr.  HiLEMAN.  No,  Senator.  What  I'm  saying  is  that  the  jury's  de- 
termination came  prior  to  two  important  events. 

Senator  Bennett.  I  understand  that.  I  understand  the  timing. 

Mr.  HiLEMAN.  I'm  not  making  a  value  judgement  with  respect  to 
either  one,  no,  sir. 

Senator  Bennett.  OK.  The  impression  was  left  by  your  earlier 
testimony,  and  I  think  this  is  what  the  Chairman  is  objecting  to, 
this  is  what  I  found  difficult.  That  because  the  jury  made  its  deci- 
sion on  the  issues  that  were  before  it,  somehow,  the  judge's  deci- 
sion on  the  issues  that  were  before  her  does  not  have  the  same 
weight  as  the  decision. 

What  you  are  saying  is  it  doesn't  matter  what  the  judge's  deci- 
sion was.  The  case  legitimately  was  no  longer  before  her  and  there- 
fore, her  decision  was  moot  because  it  had  gone  into  Federal  court. 

That's  what  I  understand  you  later  to  have  said. 

Is  that  a  correct  characterization? 

Mr.  HiLEMAN.  That's  correct. 

Senator  Bennett.  The  concern  that  the  Chairman  has  and  that 
I  have  is  that  somebody — if  indeed  the  judge  decided  correctly,  I 
will  grant  you  for  the  sake  of  this  argument  that  the  jury  decided 
correctly  on  the  issues  before  it.  If  the  judge  decided  correctly  on 
the  issues  that  were  before  her  in  terms  of  the  trial,  the  Sweeneys 
have  been  done  a  serious  misjustice. 

The  accident  of  having  it  drop  through  a  3-week  gap  of  jurisdic- 
tion that  says,  yes,  you  really  are  entitled  to  up  to  $4  million,  but 
because  of  this  technicality  that  it  fell  into  this  gap,  only  3  weeks, 
if  the  judge  has  just  been  faster,  if  she  had  just  come  down  with 
her  decision  22  days  earlier  than  she  did,  we  wouldn't  have  this 
problem. 

But  because  she  waited  that  extra  3  weeks  to  polish  her  opinion, 
gotcha.  You  don't  get  a  dime. 
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That's  what  comes  across  to  the  layman  of  the  way  this  thing 
works  and  frankly,  that's  the  kind  of  thing  that  gives  rise  to  all  the 
lawyer  jokes  we  keep  hearing. 

Mr.  HiLEMAN.  I  don't  think,  Senator,  that  it's  the  3-week  gap 
that's  important.  I  think  what's  important  in  the  Sweeney  case  is 
the  fact  that  the  RTC  was  appointed  receiver  during  the  course  of 
the  case. 

And  when  a  Federal  receiver  is  appointed,  things  change  and  cer- 
tain laws  apply  that  do  not  apply  with  respect  to  the  bank. 

The  Chairman.  Look,  you  appointed  the  same  lawyer — that's 
what  Senator  Faircloth  was  talking  about  who  fought  the  Sweeneys 
tooth  and  nail,  who  then  came  in  and  applied  this  because  they 
were  going  to  beat  the  Sweeneys. 

Mr.  HiLEMAN.  They  were  in  for 

The  Chairman.  Look  at  the  facts,  man.  You  had  lawyers  who 
were  retained  by  the  bank.  They  did  everything  they  could  to  win. 
They  won  on  some  counts.  They're  about  to  lose  on  other  counts. 
You  appointed  them.  They  came  in. 

What  do  you  think  they  were  going  to  do?  You  think  they  look 
to  the  merits?  You  think  they  advise  the  RTC?  Their  duty  is  to  go 
in  there  and  to  win  at  all  costs. 

They  did.  They  won.  Is  that  what  we're  about?  Do  you  think 
that's  what  the  RTC  is  about? 

I  don't  think  so.  If  you're  telling  me  on  one  hand,  when  a  little 
guy  comes  and  plants  flowers  and  we  see  the  flowers,  we  want  to 
pay  him. 

On  the  other  hand,  when  the  court  is  going  to  rule  against  the 
RTC,  notwithstanding  the  merits  of  it,  we're  going  to  cut  off  the 
claim  and  have  it  removed. 

Don't  you  see  the  inconsistency? 

Mr.  HiLEMAN.  Senator,  what  the  RTC  is  about  is  not  winning  or 
losing  at  any  cost. 

The  Chairman.  Well,  it  certainly  seems  so. 

Senator  Faircloth? 

Senator  Faircloth.  Senator  Bennett,  you  might  not  have  gone 
to  law  school,  but  Clarence  Darrow  would  be  jealous. 

[Laughter.! 

You  paid  this  firm  $1,200,000. 

Mr.  HiLEMAN.  I'm  glad  you  brought  that  up,  Senator  Faircloth. 
That's  an  incorrect  number. 

Senator  FAIRCLOTH.  What  did  you  pay  them? 

Mr.  HiLEMAN.  The  RTC  has  spent,  not  on  that  firm  alone,  and 
that's  where  I  was  going  at  one  point.  That  firm  was  only  rep- 
resenting the  RTC  for  a  period  of  time.  They  withdrew  from  the 
case  later  because  they  determined  that  they  did  not  want  to  do 
RTC  work. 

There's  a  second  firm  in  there  now  that  did  not  previously  rep- 
resent the  bank. 

The  total  attorneys'  fees  paid  by  the  RTC  to  outside  counsel  in 
this  case  is  approximately  a  third  of  that  amount,  $339,000. 

Senator  Faircloth.  How  much  did  you  pay  the  firm? 

Mr.  HiLEMAN.  Pay  the  prior  firm? 

Senator  Faircloth.  This  firm. 
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Mr.  HiLEMAN.  The  firm  that  represented  the  bank  Senator  I 
don't  have  it  broken  down  between  the  two  firms.  We  can  get  those 
figures  for  you,  if  you  would  Hke  them. 

Senator  Faircloth.  But  you  paid  somebody  $1,200,000. 

Mr.  HiLEMAN.  The  $1,200,000,  as  far  as  I  can  tell,  is  the  total 
amount  that  has  been  paid  to  those  firms  for  all  RTC  work  done. 

On  this  case,  what  I  am  told,  and  we  asked  the  outside  attorney 
yesterday  to  update  these  numbers,  is  that  the  number  is  now 
$339,000. 

Senator  Faircloth.  Did  he  do  it? 

Mr.  HiLEMAN.  Yes,  sir,  he  did.  And  that's  the  $339,000  figure  I 
gave  you. 

Senator  FAIRCLOTH.  Well,  our  figures  show  $1.2  million. 

But,  anyway,  wouldn't  it  have  just  been  better  to  settle  with  the 
Sweeneys? 

Mr.  HiLEMAN.  I'm  glad  you  also  brought  that  up.  Senator 
Faircloth. 

Senator  Faircloth.  Well,  I'm  glad  I'm  asking  these  questions. 
It's  the  first  time  you've  gotten  off  the  hotseat. 

[Laughter.] 

Mr.  HiLEMAN.  We  are  attempting  and  are  in  the  middle  of  settle- 
ment discussions  with  the  Sweeneys  now. 

The  total  debt  on  the  Sweeneys'  claim  is  about  $2.5  million  at 
this  point.  The  RTC  has  made  a  number  of  settlement  proposals  to 
the  Sweeneys  which  would  seek  to  settle  with  them  for  a  fraction 
of  that  amount. 

Their  response  to  the  RTC  settlement  proposal  is  due,  I  believe, 
within  a  week.  And  we  are  hopeful  that  we  will  resolve  the  case 
with  the  Sweeneys  shortly. 

Senator  Faircloth.  I  know  you  would  be  glad  to  get  rid  of  it. 

Well,  let  me  ask  you  another  question,  somewhat  unrelated,  but 
not  totally. 

The  RTC  is  going  out  of  business  pretty  quickly. 

Mr.  HiLEMAN.  Yes,  sir. 

Senator  Faircloth.  You  have — ^you,  the  RTC — has  ludicrously 
brought  people  in  to  sue  in  case  of  failed  savings  and  loans  that 
haven't  been  on  a  board  in  10  years,  were  on  savings  and  loans 
boards  when  the  savings  and  loan  was  solvent  and  very  good,  when 
they  were  insured  by  State  agents  before  they  even  went  into  the 
FLSIC  and  the  Federal  pay-offs.  And  you  are  suing  and  brought 
these  people  into  court. 

A  little  off  the  track,  but  what  and  why  are  you  doing  that  and 
what  do  you  hope  to  accomplish? 

Mr.  HiLEMAN.  Senator,  professional  liability  suits,  which  is  what 
you're  talking  about,  are  not  under  my  jurisdiction  at  the  RTC. 

The  jurisdiction  of  my  section  is  general  litigation.  There  is  a 
specific  PLS  section  which  handles  those  cases. 

I'm  not  trying  to  dodge  the  question.  I  just  am  not  in  a  position 
to  respond. 

Senator  Faircloth.  All  right,  sir. 

Ms.  Sivertsen. 

Ms.  Sivertsen.  Yes,  sir. 

Senator  Faircloth.  I  understand  that  you  and  Ms.  Tygert  will 
be  getting  the  remnants  of  RTC. 
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Ms.  SrvERTSEN.  Yes,  sir. 

Senator  Faircloth.  Do  you  plan  to  continue  to  pursue  these  lu- 
dicrous down-and  out,  10-year  board  memberships  on  savings  and 
loans? 

Actually,  when  the  people  that  were  on  the  board,  it  was  not 
even  insured  by  the  Federal  Government.  They  were  State-insured. 
They  were  off.  The  savings  and  loan  was  solvent.  And  they  are  still 
being  served  with  these  suits. 

Do  you  plan  to  pursue  that? 

Ms.  SiVERTSEN.  Again,  I  hesitate  to  say  that  this  is  also  not  with- 
in my  jurisdiction.  I  serve  a  similar  role  for  the  FDIC  and  we  do 
have  a  PLS  section. 

I  know  that  the  PLS  actions  receive  very  careful  scrutiny.  I  know 
that  it's  been 

Senator  Faircloth.  You  know,  what,  now? 

Ms.  SrvERTSEN.  I  know  that  they  receive  very  careful  scrutiny 
and  that  the  chairman  is  particularly  interested  in  looking  into 
those. 

I  don't  know  her  current  position  on  that.  Again,  we'd  be  happy 
to  continue  any  dialogue  on  this. 

Senator  Faircloth.  All  right.  Just  one  quick  thing. 

You  were  talking  about  rules,  promulgating  new  regulations. 
You,  Mr.  Hileman,  and  I  believe  you,  Ms.  Sivertsen,  said  that  you 
produced  regulations.  You  reviewed  the  regulations.  You  had  new 
regulations  in  regard  to  the  RTC. 

Ms.  Sivertsen.  The  use  of  D'Oench.  These  are  actually  guide- 
lines. They're  not  regulations.  In  fact,  they  probably — we  anticipate 
that  they  go  even  further  than  we  would,  than  any  regulations  may 
go  because  of  the  ability  to  infuse  levels  of  discretion  and  oversight 
and  review. 

And  they  have  been  out  there.  We  have  used  them  quite  a  bit 
and  received  training  on  them  quite  a  bit. 

Senator  Faircloth.  All  right.  This  is  the  thing  that  bothers  us 
here,  and  this  is  something  that  was  mentioned  earlier. 

You  write  these  regulations.  They  are  law.  That's  what  you  go 
by,  isn't  it? 

Ms.  Sivertsen.  That's  correct.  Senator.  They  are  not  law. 

Senator  Faircloth.  They  are  the  law.  They  become  the  law. 

So,  in  effect,  you  all  are  writing  the  law.  When  you  write  a  set 
of  regulations,  no  matter  what  the  law  was  when  it  was  passed. 
But  when  you,  i.e.,  your  organizations,  write  regulations,  you  have 
in  effect  written  the  law,  haven't  you? 

That's  what  the  people  of  this  country  have  to  serve  under,  func- 
tion under,  is  that  regulation  that  you  have  written. 

Ms.  Sivertsen.  That's  correct,  Senator. 

Senator  Faircloth.  That  makes  it  a  law. 

Ms.  Sivertsen.  I  just  want  to  be  clear  that  these  are  not  regula- 
tions. The  guidelines  are  not  formal  regulations.  But  you  are  abso- 
lutely correct.  When  we  promulgate  regulations,  those  govern  the 
process  or  procedure  for  people  dealing  with  the  FDIC  or  the  RTC. 

Senator  Faircloth.  Well,  you  don't  come  back  to  the 

Congress  to  make  sure  that  that  regulation  conforms  with  the 
original  law. 
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Ms.  SrvERTSEN.  That's  correct,  although  with  regulations,  a  for- 
mal rule-making  process  would  provide  opportunity  for  public  com- 
ment. 

Again,  the  purpose — and  I  want  to  emphasize  with  the  guide- 
lines, we  wanted  to  follow  through  on  our  commitment  to  Senate 
staff  that  regardless  of  whether  a  bill  was  enacted  quickly,  we 
wanted  to  be  able  to  impose  common  sense,  justice,  and  fairness  to 
this  process. 

So,  in  anticipation,  whether,  again,  we  do  not  have  major  objec- 
tions to  many  of  the  sections  of  the  proposed  bill,  there  are  several 
we  do  and  we  hope  to  continue  to  work  on  those. 

But  in  anticipation  of  that  bill  and  also  in  reaction  and  response 
to  concerns  expressed  by  the  Senate,  we  wanted  to  take  the  initia- 
tive and  actually  cut  back  on  the  ability  to  use  D'Oench  and  section 
1823(e)  at  this  time  and  going  into  the  future. 

Senator  Faircloth.  All  right.  But  when  you  write  regulations, 
you  write  law  and  that's  exactly  what  government  bureaucracies 
do,  is  write  law. 

The  Chairman.  Mr.  Hess  and  Mr.  Harvey. 

STATEMENT  OF  DR.  DAVIS  S.  HESS,  PRESIDENT,  CITIZENS  AND 
BUSINESS  FOR  D'OENCH  DUHME  REFORM,  GREAT  FALLS,  VA 

Dr.  Hess.  Thank  you,  Mr.  Chairman,  for  the  invitation  to  speak 
to  the  Committee  today. 

My  name  is  David  Hess  and  I'm  here  to  testify  on  behalf  of  Citi- 
zens and  Business  for  D'Oench  Duhme  Reform,  on  the 
misapplication  of  the  D'Oench  Duhme  doctrine  by  the  FDIC  and 
the  RTC,  when  they  become  receivers  of  failed  financial  institu- 
tions. 

My  testimony  has  three  main  parts. 

The  first  is  that  the  D'Oench  Duhme  doctrine  in  its  present  ap- 
plication is  unfair  and  causes  real  harm  to  borrowers,  guarantors, 
vendors  and  businesses. 

The  current  application  of  the  D'Oench  Duhme  doctrine  is  incon- 
sistent with  its  origins  and  scope,  as  defined  by  the  Supreme  Court 
and  the  Congress. 

The  solution  to  this  misapplication  of  the  D'Oench  Duhme  doc- 
trine is  to  adopt  the  proposed  legislation.  Senate  bill  648,  which 
will  return  the  doctrine  to  its  original  intent. 

Citizens  and  Business  was  established  in  1993,  with  the  mission 
to  educate  congressional  members  and  staff  as  to  the  original  in- 
tent of  the  D'Oench  Duhme  doctrine  and  the  need  for  legislative 
clarification  to  prevent  its  misapplication. 

In  addition,  our  organization  has  become  a  clearinghouse  for 
other  victims  of  the  D'Oench  doctrine.  In  the  past  2  years,  we've 
been  contacted  by  victims  throughout  the  United  States. 

This  Committee  has  asked,  does  the  D'Oench  Duhme  doctrine 
need  to  be  reformed? 

Absolutely. 

The  overwhelming  power  of  the  D'Oench  Duhme  doctrine  allows 
the  FDIC  and  the  RTC  to  defeat  almost  all  claims  against  the 
failed  banking  institution.  As  a  result,  many  individuals  and  small 
businesses  have  been  victimized  by  its  application. 
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For  instance,  there  are  many  subcontractors  who  had  completed 
work  on  properties  financed  by  failed  banking  institutions  who 
were  never  paid  for  their  services  and  goods.  When  these  properties 
were  subsequently  liquidated  by  the  RTC,  these  subcontractors 
have  had  their  claims  for  payment  barred  by  the  D'Oench  Duhme 
doctrine. 

A  few  examples  include  Mr.  Ramins,  a  Philadelphia  roofer  who 
completed  $11,000  in  repairs  on  a  property  that  was  subsequently 
liquidated  by  the  RTC.  Ramins  was  never  paid  for  his  work. 

Mr.  Morris,  a  Massachusetts  garage  owner  who  stored  repos- 
sessed cars  for  a  bank.  When  the  cars  were  sold  after  the  bank  be- 
came insolvent,  Morris  was  never  paid  for  his  storage  fees. 

Mr.  Shomphe,  who  works  with  Mr.  Harvey,  is  a  Massachusetts 
hardwood  floor  contractor  who  was  never  paid  for  services  and  ma- 
terials for  two  spec  homes  when  they  were  sold  by  the  RTC. 

Mr.  Scalise,  who  also  works  with  Mr.  Harvey,  owns  a  security 
systems  company  and  he  was  never  paid  for  his  services  and  mate- 
rials on  homes  sold  by  the  RTC. 

In  addition,  many  victims  of  the  D'Oench  doctrine  are  borrowers 
or  guarantors  of  loans  that  were  fraudulently  misrepresented  by 
banking  officials.  The  application  of  the  D'Oench  doctrine  has 
barred  these  individuals  from  bringing  this  defense  against  the  col- 
lection of  these  loans. 

Examples  include  the  Sweeneys  that  we've  discussed  today. 

A  Mr.  Kasal.  The  court  disallowed  Mr.  Kasal's  attempt  to  defeat 
the  D'Oench  doctrine  based  on  the  fact  that  a  bank  employee  had 
misappropriated  funds  targeted  for  repayment  of  Kasal's  note. 

His  case  was  denied  because  of  D'Oench  Duhme  doctrine. 

Mr.  McClanahan.  A  farmer  held  liable  for  a  loan,  the  proceeds 
of  which  he  never  received.  The  proceeds  were  fraudulently  di- 
verted into  a  bank  representative's  personal  use.  Yet,  Mr. 
McClanahan  was  held  liable  for  that  note. 

The  Chairman.  Let  me  ask  you  about  the  McClanahan  case. 

Are  you  saying  that  a  bank  employee  diverted  monies  from  a 
loan  that  he  had  obtained  for  his  own  personal  use. 

Dr  Hess  That's  correct 

The  Chairman.  The  FDIC  or  RTC,  then  sued  Mr.  McClanahan 
for  repayment.  He  argued  that  he  never  got  the  money. 

Dr.  Hess.  That's  correct. 

The  Chairman.  The  doctrine  of  D'Oench  Duhme  was  then  im- 
posed because  the  bank  did  not  have  sufficient  substantiation. 

Therefore,  he  was  held  liable.  Is  that  correct? 

Dr.  Hess.  That's  my  understanding.  I'm  not  an  attorney  and 
can't  argue  all  of  the  merits  of  the  case.  But  I  know  that  Mr. 
McClanahan  had  signed  a  document  to  obtain  a  loan  from  a  bank, 
gave  that  document  to  the  bank  official,  leaving  blank  how  much 
money  that  he  would  be  able  to  borrow. 

He  was  contacted  by  that  official  that  his  note  had  been  denied 
and  he  subsequently,  I  think,  borrowed  money  from  a  different  in- 
stitution. 

That  banking  official  then  processed  that  loan  and  took  those 
funds.  I  believe  it  was  $62,000.  This  did  go  through  one  of  the 
courts  of  appeals.  I  don't  have  the  cite,  and  Mr.  McClanahan  was 
held  liable  for  that  note,  although  he  never  got  that  money. 
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Mr.  and  Mrs.  John  is  a  case  from  Illinois  in  which  they  sued  the 
RTC  as  successor  to  an  insolvent  vendor  for  fraudulently  concealing 
a  home's  condition.  This  is  a  home  that  was  settling  into  the  earth. 
This  bank  had  the  cracks  in  the  walls  plastered  and  painted  and 
sold  this  house  to  the  Johns. 

When  they  discovered  this  fraudulent  act,  they  sued. 

The  case  was  initially  dismissed  based  on  the  D'Oench  Duhme 
doctrine.  However,  after  further  appeal,  the  7th  circuit  reversed 
that  lower  court  decision.  But  still,  the  Johns  suffered  extreme  ex- 
pense and  hardship  because  of  the  implication  of  the  D'Oench 
Duhme  doctrine. 

It  appears  that  the  only  crime  committed  by  the  people  that  I've 
mentioned  was  to  conduct  business  with  a  financial  institution  that 
subsequently  became  insolvent.  These  people  did  not  lend  them- 
selves to  a  scheme  to  defraud  any  of  these  financial  institutions. 
They  were  just  regular  people  doing  business  with  the  bank. 

There  is  one  solution  to  the  current  problem  of  the  doctrine's 
widespread  misapplication  by  the  FDIC  and  RTC.  And  that  solu- 
tion is  to  recognize  the  original  intent  and  scope  of  the  doctrine  as 
set  forth  by  the  Supreme  Court  in  1942  and  Congress  in  1950. 

We  believe  that  is  best  summarized  by  Representative  Walter's 
statements  from  the  floor  of  this  Congress  in  1950  when  he  said, 
and  I  quote: 

It  was  never  the  intention  of  Congress  to  give  the  FDIC  a  stronger  position  than 
that  of  the  bank,  and  the  adoption  of  the  amendment,  my  amendment,  is  offered 
to  prove  heretofore  it  was  the  intent  of  Congress  that  any  agreement  in  the  absence 
of  fraud  is  binding  on  the  corporation. 

The  historical  roots  of  the  D'Oench  Duhme  doctrine  are  founded 
in  common  sense,  fairness,  and  equitable  justice.  The  D'Oench  doc- 
trine was  designed  to  protect  the  FDIC  from  fraud  by  the  borrower, 
not  to  protect  the  FDIC  from  valid  claims  brought  by  the  victims 
of  negligent  and  fraudulent  banking  practices. 

We  believe  that  Senate  Bill  648,  the  D'Oench  Duhme  Doctrine 
Reform  Act  of  1995,  will  correct  the  inequities  that  currently  exist 
in  the  application  of  the  doctrine  and  restore  a  sense  of  balance  be- 
tween the  interest  of  the  public  and  the  interest  of  the  individual. 

Senate  Bill  648  will  allow  citizens  and  businesses  to  pursue  valid 
claims  against  failed  institutions  without  affecting  the  FDIC's  abil- 
ity to  protect  and  regulate  its  member  banks.  Thank  you  very 
much. 

The  Chairman.  Thank  you.  Doctor.  Mr.  Harvey. 

STATEMENT  OF  JAMES  H.  HARVEY,  JR.,  PRESIDENT,  T&J 
HEATING  AND  AIR  CONDITIONING,  INC.,  BELLINGHAM,  MA 

Mr.  Harvey.  Good  afternoon.  My  name  is  Jim  Harvey.  I'm  from 
Bellingham,  Massachusetts  and  married  with  three  children. 

Along  with  my  brother  Tim  and  our  wives,  I  operate  a  heating 
and  air  conditioning  business. 

In  1988,  my  company  worked  as  subcontractors  at  a  residential 
construction  project  in  Southborough,  Massachusetts.  The  general 
contractor  was  building  three  large  homes,  and  we  each  provided 
labor  and  materials. 

I  am  here  today  because  the  FDIC  has  refused  to  be  responsible 
for  the  deliberate  and  blatant  fraud  that  was  committed  by  First 
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American  Bank  for  Savings  of  Dorchester,  Massachusetts  that  it 
had  regulated. 

We  had  done  nothing  wrong,  yet  we  were  stymied  by  the  FDIC 
in  our  attempt  to  collect  an  absolutely  legitimate  debt  that  grew 
from  the  creation  of  false  purchase  and  sales  agreements  as  the 
basis  for  a  $1.8  million  loan  for  those  three  homes. 

The  loan  was,  in  effect,  a  speculation  scheme  on  the  construction 
and  sale  of  these  high-priced  houses  using  our  materials  and  our 
labor. 

When  the  speculative  venture  failed  while  the  houses  were  still 
under  construction,  the  bank  officer  and  the  bank  arbitrarily 
ceased  funding  the  construction  project  and  withheld  $200,000 
from  the  construction  loan. 

If  the  bank  had  lived  up  to  the  construction  loan  contract,  we 
would  have  been  paid. 

The  result  of  our  work  and  expenditures  was  to  enhance  the 
value  of  these  properties.  Those  properties  were  later  sold  at  either 
private  sale  or  public  auction.  But  not  one  of  us  received  a  penny 
from  the  proceeds  of  those  sales. 

If  the  FDIC  had  not  taken  the  bank  into  receivership,  we  could 
have  maintained  our  lawsuit  against  the  bank.  However,  when  the 
FDIC  took  over  the  bank,  our  claims  against  the  bank  were  killed. 
Our  cooperation  with  the  FDIC,  after  it  became  receiver  of  the 
failed  bank,  was  met  with  the  absolute  arrogant  application  of  the 
D'Oench  Duhme  defense. 

The  most  frustrating  aspect  of  this  case  is  that  our  claims,  total- 
ling a  little  bit  more  than  $26,000,  could  have  been  settled  for  far 
less  money  than  the  FDIC  has  paid  its  attorneys  to  defeat  the 
claim. 

During  the  course  of  our  suit,  we  learned  that  the  First  Amer- 
ican Bank  for  Savings  had  agreed  to  loan  the  general  contractor 
$1.8  million  based  on  the  fact  that  all  three  homes  have  been  sold 
under  binding  purchase  and  sales  agreements. 

That  written  statement,  found  in  the  bank's  own  documents,  was 
absolutely  false. 

The  general  contractor  testified  in  his  deposition,  that  the  writ- 
ten purchase  and  sales  agreements  were  fraudulent  documents.  He 
signed  them  at  the  insistence  of  the  bank  officer,  an  old  acquaint- 
ance of  his.  The  general  contractor  swore  that  the  bank  officer  told 
him  that  it  was  the  bank's  policy  to  have  such  unenforceable  pur- 
chase and  sales  agreements  available  in  the  bank's  files  in  case  of 
an  audit  by  Federal  investigators. 

I  invite  you  Senators  to  look  at  these  agreements.  You  will  quick- 
ly see  what  is  obvious. 

First,  incredibly,  both  agreements  were  made  on  the  same  day, 
with  two  separate  buyers  agreeing  to  pay  the  same  amount, 
$975,000,  for  a  house  that  they  don't  even  know  what  it's  going  to 
look  like.  Neither  agreement  shows  a  street  address,  telephone 
number,  or  any  other  way  to  contact  these  future  homeowners. 
Even  to  ask  them  what  color  the  house  is  going  to  be. 

Both  were  witnessed  on  the  same  day  by  the  same  witness,  who 
couldn't  seem  to  remember  how  to  spell  her  name. 

On  the  second  agreement,  a  Mrs.  McEnroes  agreement,  it  turned 
out  to  be  the  general  contractor's  wife's  cousin. 
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I  don't  think  any  bank  with  those  kinds  of  agreements  would 
have  loaned  $1,800,000. 

If  you  inquire,  you  will  learn  as  we  did,  that  the  deposits  shown 
on  these  documents  were  uncollected.  No  one  knows  if  the  money 
ever  existed. 

Even  the  general  contractor  has  admitted  that  his  wife's  cousin 
didn't  sign  the  documents.  Moreover,  despite  these  sales  agree- 
ments, shortly  after  the  general  contractor  and  the  bank  officer 
signed  the  loan  agreement,  they  put  up  "for  sale"  signs  out  in  front 
of  the  homes. 

About  2  months  ago,  our  case  was  called  to  Worcester  superior 
court.  The  suit  at  this  stage  was  only  against  the  general  contrac- 
tor and  the  bank  lending  officer.  The  FDIC  had  been  dismissed 
from  the  proceedings  due  to  D'Oench  Duhme. 

Documentary  evidence  included  two  fraudulent  purchase  and 
sales  agreements.  At  trial,  the  bank  officer  swore  under  oath  that 
he  did  not  know  these  agreements  were  fraudulent.  The  general 
contractor  refused  to  testify,  relying  on  his  5th  Amendment  privi- 
lege because  he  was  the  subject  of  a  Federal  grand  jury  investiga- 
tion. 

The  trial  judge  ruled  that,  as  a  matter  of  law,  without  the  testi- 
mony of  the  general  contractor,  we  did  not  have  sufficient  evidence 
to  hold  the  bank  officer  liable  for  damages. 

We  have  appealed  that  decision. 

The  judge  determined  that  our  only  recourse  was  against  the 
general  contractor. 

From  our  standpoint,  the  outcome  of  the  trial  is  as  ironic  as  it 
is  disappointing.  We  have  had  to  pay  an  attorney  who,  through  his 
investigation,  has  uncovered  the  fraud  that  the  FDIC,  as  the  bank's 
regulators,  ought  to  have  prevented  or  have  discovered. 

Our  claim  against  the  bank  officer  died  because  of  the  grand 
jury's  investigating  the  very  loan  transaction  that  was  the  subject 
of  our  lawsuit.  The  grand  jury  investigation  was  based  at  least  in 
part  on  information  that  we  provided  to  Federal  authorities.  Both 
the  U.S.  Department  of  Justice  and  the  FBI  contacted  our  attorney 
and  he  provided  three  separate  FBI  agents  with  all  the  discovery 
and  investigative  material  that  we  had  gathered  at  our  expense. 

In  other  words,  if  we  had  not  uncovered  the  fraudulent  loans  and 
had  not  provided  the  information  to  the  Federal  agents,  there  prob- 
ably would  not  be  a  Federal  investigation  of  this  wrong-doing. 

That  Federal  investigation  precluded  the  introduction  of  key  evi- 
dence at  the  trial  and  consequently,  we  were  deprived  of  a  remedy 
against  the  bank  officer. 

The  results  of  the  FDIC's  actions  and  inactions  involve  far  more 
than  injustice.  The  practical  consequences  to  each  of  our  businesses 
were  heavy. 

Initially,  we  lost  the  money  that  we  paid  out-of-pocket  to  buy  ma- 
terials and  to  pay  our  help.  In  addition,  this  loss  means  that  we 
had  less  money  available  to  hire  or  to  keep  our  workers  employed. 

If  Congress  would  amend  the  relevant  statutes  in  only  small 
ways,  it  would  make  a  tremendous  difference  to  small  business 
people  like  us.  Without  question,  deliberate  fraud  by  a  bank  ought 
to  be  the  responsibility  of  the  FDIC.  Also,  a  claim  against  the  bank 
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that  is  pending  in  court  should  be  allowed  to  continue  against  the 
FDIC. 

If  the  FDIC  had  not  seized  the  bank,  we  would  have  been  per- 
mitted to  present  our  case  against  the  bank  itself  to  a  jury.  We 
ought  to  have  the  same  opportunity  to  prove  our  case  against  the 
FDIC. 

Also,  in  cases  such  as  ours  where  value  has  been  provided  to  the 
bank,  our  claims  must  survive  the  FDIC  seizure  of  the  bank. 

Finally,  smaller  claims  such  as  ours  ought  to  be  exempt  from  ab- 
solute dismissal.  Rather,  these  claims  should  at  least  be  subject  to 
binding  arbitration  or  mediation,  if  not  a  full-scale  jury  trial. 

With  just  those  few  simple  changes  to  the  law,  we  would  be  able 
to  obtain  satisfaction,  either  by  recovering  the  money  owed  to  us 
or  at  least  having  our  day  in  court. 

Thank  you  very  much  for  permitting  me  the  time  to  present  my 
views. 

The  Chairman.  Mr.  Harvey,  let  me  ask  you.  How  much  is  your 
claim  for? 

Mr.  Harvey.  My  claim  personally  is  for  around  $13,000. 

The  Chairman.  I  have  to  say  that  you  are  testimony  to  the  fierce 
independent  spirit  of  Americans.  Your  pursuit  has  probably  cost 
you  as  much  as  the  claim. 

Mr.  Harvey.  Yes,  it  has. 

The  Chairman.  So  this  is  a  matter  of  principle.  Did  your  lawyer 
ever  have  the  opportunity  to  speak  to  the  people  from  FDIC  or 
from  the  RTC? 

Mr.  Harvey.  Yes,  the  FDIC.  I  don't  think  the  RTC  was  involved. 

The  Chairman.  And  did  he  seek  a  settlement? 

Mr.  Harvey.  No.  I  don't  believe  that  that  was  an  option. 

The  Chairman.  It  was  never  an  option? 

Mr.  Harvey.  No. 

The  Chairman.  Did  he  ever  attempt,  or  don't  you  know? 

Mr.  Harvey.  I  really  don't  know.  I  know  that  when  the  FDIC 
took  the  bank  over,  they  got  it  moved  to  Federal  court  and  then 
they  invoked  the  D'Oench  Duhme  doctrine  and  that  was  the  end 
of  it.  We  just  proceeded  against  the  general  contractor  and  the 
bank  loan  officer. 

The  Chairman.  Well,  I  think  your  testimony  makes  a  very  per- 
suasive case  as  to  why  it  is  important  that  there  be  a  change  in 
the  law,  and  certainly,  defending  that.  I  do  appreciate  Mrs. 
Sivertsen — I  didn't  say  that  right.  Sivertsen. 

Ms.  Sivertsen.  Sivertsen. 

The  Chairman.  Sivertsen.  We  do  appreciate  your  working  with 
our  staff  and  the  implementation  of  guidelines  that  hopefully  would 
take  care  of  situations  like  this. 

I  understand  that  you  talked  about  vendors,  et  cetera.  I  think 
you  said  it  best  when  you  said,  and  I  wrote  this  down,  you  were 
looking  for  common  sense,  justice,  and  fairness. 

Common  sense,  justice,  and  fairness. 

I  think  it  would  be  interesting  to  look  at  what  the  RTC  could 
have  done  initially  to  settle  the  Sweeney  case,  and  I  am  certainly 
convinced  that  there  would  be  no  offer  of  settlement  of  any  kind, 
were  it  not  for  the  intervention  of  at  least  2  Senators  and  one  Con- 
gressman. 
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And  that  is  the  theory  of  lawyers  who  are  getting  paid  to  bring 
suits,  whether  they're  worthy  or  not,  against  people  who  have  some 
economic  means.  Their  insurance  carrier  finally  says,  look,  we'll 
pay  at  a  certain  level.  And  it  is  just  simply  not  right. 

To  go  after  people  who  perpetuated  fraud  is  correct.  But  to  let 
a  law  firm  run  up  the  bills,  by  going  after  someone  and  produce 
no  real  economic  return  to  the  RTC  or  to  the  taxpayers  is  wrong — 
I  think  whenever  you  sue  somebody  unjustly,  it  is  a  horrible  kind 
of  thing,  just  horrible. 

So  we  have  a  duty  to  be  careful,  and  to  do  what  is  just  and  fair. 
Those  are  easy  words  to  come  off  our  lips,  just  and  fair. 

Mr.  Hileman,  I  want  to  suggest  to  you  that  you  ought  to  think 
about  that  and  don't  be  so  taken  with  the  idea  of  being  a  good  sol- 
dier for  whatever  agency  or  whatever  client  you  might  represent. 

Indeed,  I  think  you'd  be  far  more  persuasive  in  an  attempt  to  set 
the  record  straight  with  some  common  sense.  But  we  understand 
some  of  these  things,  believe  it  or  not.  We  know  you  have  to  be  a 
good  soldier.  But  I  don't  think  that  Ms.  Sivertsen's  was  any  less  a 
good  soldier,  and  yet,  she  advanced  the  principles  of  common  sense, 
of  justice  and  fairness,  in  attempting  to  deal  with  inequities  that 
may  exist. 

So  I'd  just  suggest  that  to  you. 

Senator  Bennett. 

Senator  Bennett.  I  have  nothing,  Mr.  Chairman. 

The  Chairman.  I  want  to  thank  the  panel.  I  want  to  urge  the 
FDIC  to  continue  to  work  with  our  staff  in  attempting  to  iron  out 
our  disagreements. 

If  we  can  structure  amendments  or  changes  in  this  proposal  that 
will  meet  the  intent  and  the  purpose  of  this  legislation  and  make 
it  better  for  all,  for  both  the  taxpayer  and  for  the  citizen,  that's 
what  we  want  to  do. 

So  I  really  ask  you  to  please  continue  in  that  vein,  and  let's  see 
if  we  can't  make  some  progress  here. 

Thank  you.  We  have  another  panel. 

Our  third  panel  is  Fred  Galves,  associate  professor,  McGeorge 
School  of  Law,  and  Peter  Swire,  associate  professor,  University  of 
Virginia. 

Mr.  Galves. 

STATEMENT  OF  FRED  GALVES,  ASSISTANT  PROFESSOR, 
McGEORGE  SCHOOL  OF  LAW,  SACRAMENTO,  CA 

Mr.  Galves.  Yes.  Mr.  Chairman,  I  appreciate 

The  Chairman.  Why  don't  you  talk  right  into  that  microphone. 

Mr.  Galves.  I  appreciate  the  invitation  to  present  testimony  on 
how  the  D'Oench  Duhme  doctrine  and  section  1823(e)  operate  in 
failed  bank  litigation  and  on  how  they  should  be  reformed. 

I  applaud  your  concern  and  your  willingness  to  address  this  un- 
fair and  this  unnecessary  governmental  power  that  has  plagued  so 
many  individuals  in  the  aftermath  of  the  recent  banking  crisis  and 
S&L  debacle. 

We've  heard  that  the  original  underlying  policy  justification  sup- 
porting the  D'Oench  doctrine  is  that  bank  examiners  must  be  able 
to  rely  on  the  written  records  regarding  the  existence  of  any  side 
agreements  that  may  impair  or  affect  the  bank's  assets. 
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Unfortunately,  for  thousands  of  individuals,  that  original  policy 
justification  has  been  expanded  beyond  recognition  by  case  law  and 
by  statute. 

The  beginning  of  the  expansion  took  place  in  1950,  when  Con- 
gress enacted  section  1823(e),  and  that  will  be  the  focus  of  my  testi- 
mony. The  purpose  of  section  1823(e)  was  to  enforce  legitimate  side 
agreements  with  the  bank  in  the  event  the  bank  failed. 

It's  important  to  point  out  that  the  Supreme  Court,  in  1987,  in 
the  case  of  Langley  versus  the  FDIC,  gave  a  very  strict  and  literal 
interpretation  to  the  term,  agreement.  Langley  expanded  the 
D'Oench  Duhme  doctrine  by  interpreting  section  1823(e)  to  include 
any  agreement,  even  a  tort. 

So  it  wasn't  just  a  simple  secret  agreement,  as  in  the  original 
D'Oench  case,  but  any  agreement,  even  a  tort,  such  that  the  term, 
agreement,  wasn't  interpreted  the  way  common  people  would  inter- 
pret the  term,  agreement. 

In  a  sense,  Langley  allows  the  courts  to  apply  section  1823(e)  as 
sort  of  a  strict  liability  statute  to  cases  lacking  the  equitable 
underpinnings  of  the  D'Oench  case. 

The  requirement  even  applies  when  the  FDIC  is  aware  of  the 
agreement,  but  it  doesn't  fulfill  the  strict  four  requirements  in  sec- 
tion 1823(e). 

That's  why,  in  addition  to  reforming  the  D'Oench  Duhme  doc- 
trine, the  D'Oench  Duhme  Reform  Act  also  should  explicitly  over- 
rule the  Langley  decision,  or  at  least  Langley's  interpretation  of  the 
term,  agreement,  because  the  reform  act  retains  the  term,  agree- 
ment. 

Now,  section  1823(e)  is  further  problematic,  as  I  was  stating,  be- 
cause of  the  four  stringent  requirements  under  section  1823(e)(1) 
(A)  through  (D). 

The  first  one,  the  writing  requirement,  actually  does  not  present 
a  problem.  No  policymaker  or  anyone  is  really  interested  in  doing 
away  with  the  writing  requirement  for  a  legitimate  side  agreement, 
so  that  should  be  retained,  and  the  D'Oench  Duhme  Reform  Act 
does  that. 

But  the  remaining  three  should  be  eliminated. 

The  next  one,  section  1823(e)(1)(B),  the  contemporaneous  re- 
quirement, that's  the  idea  that  the  side  agreement  must  have  been 
executed  contemporaneously  with  the  acquisition  of  the  loan  by  the 
bank. 

However,  many  courts  have  held  that  nothing  short  of  the  same- 
day  execution  would  satisfy  this  particular  requirement. 

So,  for  example,  if  an  otherwise  legitimate  agreement  were  not 
executed  on  the  same  day  as  the  underlying  loan,  then  the  FDIC 
or  RTC  could  escape  responsibility  for  that  agreement  when  it 
steps  into  the  shoes  of  the  failed  bank. 

The  problem  is  that  most  side  agreements  are  executed  months 
or  sometimes  years  afterwards,  especially  when  you  have  a  modi- 
fication of  a  loan  agreement.  So  the  strict  application  of  section 
1823(e)  in  this  regard  often  makes  the  court  reach  an  absurd  or  un- 
just result  all  the  while  thinking  they  are  simply  applying  the  stat- 
ute fairly  and  justly. 

The  Chairman.  So  where  there's  any  modification  of  a  loan 
agreement,  which,  as  you  have  pointed  out,  takes  place  quite  often. 
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particular  during  difficult  financial  times,  or  to  give  greater  flexi- 
bility and  maybe  even  protection  to  the  financial  institution  itself, 
that  modification  under  Langley  and  the  interpretation  of  D'Oench 
Duhme,  gives  rise  to  the  application  of  a  total  defense. 

Mr.  Galves.  Right,  under  1823(e)(1)(B). 

Now  it's  important  to  point  out  that  some  courts,  in  a  victory  for 
common  sense,  essentially,  have  agreed  that  a  couple  months  ^ter- 
wards  is  contemporaneous.  But  therein  lies  the  problem.  It's  open 
to  interpretation  and  it's  open  to  courts  drifting  away  from  the 
strict  interpretation  of  Langley  and  of  the  case  law. 

This  requirement,  of  course,  should  be  eliminated. 

Now  the  FDIC  and  RTC,  they  point  out  that  this  is  burdensome 
and  they've  enacted  some  guidelines.  But  it's  important  to  point  out 
that  those  are  just  guidelines  and  all  the  guidelines  do  is  refer  the 
field  attorney  back  to  Washington,  DC  to  try  and  get  authorization 
to  use  D'Oench.  And  under  the  existing  law,  they  still  could  use 
D'Oench  or  in  this  case,  section  1823(e). 

The  Chairman.  So  if  I'm  a  lawyer  out  there  and  I'm  being  paid 
by  the  RTC  and  a  provision  of  the  law  permits  me  to  raise  this  as 
a  defense,  you  have  to  say  from  the  lawyer's  point  of  view,  he  has 
an  obligation  to  do  for  his  client. 

I  dare  say,  if  he  starts  calling  up  the  agency,  and  asking  to  do 
what's  right,  they're  going  to  get  rid  of  him  because  they're  inter- 
ested in  preserving  the  assets,  collecting  as  much  for  the  people,  et 
cetera. 

And  therein,  you  have  a  built-in  conflict  as  it  is  written,  because 
who  is  going  to  be  the  arbiter,  who  is  going  to  decide?  When  you 
have  a  vested  interest  with  a  lawyer/client  where  the  lawyer  is 
being  paid  to  limit  liability  in  claims,  it  is  very  unusual  that  some- 
one who  could  have  a  case  dismissed,  regardless  of  the  merits  of 
it,  by  raising  a  particular  statute  which  is  there  for  him  to  raise 
and  which  in  most  cases  has  been  interpreted  as  a  literal  bar  to 
litigation  going  forward  against  his  client,  that  he  won't  do  that. 

I  hope  that  you  may  impart  to  these  attorneys  some  sense  of 
what  we're  talking  about,  and  that  maybe  we're  past  the  paranoid 
days  where  regulators  closed  down  some  institutions  that  probably, 
for  all  intents  and  purposes  should  have  continued  in  operation, 
and  were  it  not  for  the  FIRREA  legislation,  they  would  havw  done 
so. 

We  were  in  a  state  of  hysteria  and  every  failed  institution  had 
somebody  by  the  name  of  Keating  lurking  behind  it. 

So  continue. 

Mr.  Galves.  Yes.  I  was  going  to  say,  I  think  there's  sort  of  a 
pass-the-buck  institutional  problem  that  you're  pointing  out,  where 
the  RTC's  attorneys  feel  it's  their  ethical  duty  to  look  out  for  the 
interest  of  the  RTC. 

The  Chairman.  Sure. 

Mr.  Galves.  They  pass  the  buck  to  the  RTC  or  FDIC  and,  in  a 
sense,  the  RTC  and  FDIC  pass  the  buck  by  saying,  well,  it's  our 
duty  to  make  sure  we  feed  the  fund,  help  the  deficit,  so  we  have 
to  apply  D'Oench  and  everyone  gets  stuck 

The  Chairman.  Both  of  them  are  in  an  untenable  position.  But 
I  daresay,  and  100  percent  of  the  Congress  would  say,  that  we 
don't  want  people  either  being  prosecuted  unfairly  or  being  denied 


41 

what  rightfully  is  theirs,  simply  on  the  basis  that  we  have  the  abil- 
ity to  do  that. 

That's  not  what  we're  about.  That's  not  what  this  country  is 
about. 

Mr.  Galves.  The  third  requirement  is  the  requirement  to  obtain 
the  approval  of  the  bank  board  or  the  loan  committee.  The  problem 
is,  as  has  been  pointed  out,  most  borrowers  are  not  aware  that 
even  if  a  high-level  officer  or  director  were  to  approve,  they're  not 
aware  that  they  have  to  get  it  into  the  loan  committee  minutes  or 
get  board  approval. 

One  case  has  held  that  even  when  the  agreement  was  in  draft 
minutes,  since  it  didn't  make  it  into  the  official  minutes,  they  ap- 
plied the  statute  strictly  and  said,  too  bad.  Even  though  you  have 
a  written  agreement,  it  was  in  the  draft  minutes,  so  it  didn't  fit 
within  the  statute. 

The  final,  and  perhaps  the  most  egregious  requirement,  is  that 
the  valid  side  agreement  must  have  been  continuously,  from  the 
time  of  execution,  an  official  bank  record. 

And  the  main  problem  here  is  that  the  borrower  has  no  control 
over  this  requirement.  Whether  the  agreement  was  in  the  official 
records  and  was  kept  there  is  under  the  unilateral  control  of  the 
bank  or  the  financial  institutions. 

And  so  unless  an  individual  is  on  a  daily,  hourly  basis  policing 
the  private  records  to  make  sure  that  it  is  a  continuous  bank 
record,  they're  going  to  lose  the  case. 

And  naturally,  you  can  suppose  a  hypothetical  bank  officer  who 
wants  to  make  the  bank's  loan  portfolio  look  strong  and  sound 
when  there's  an  examination,  they  may  pull  the  side  agreement 
when  the  examiners  come  in  so  they  don't  see  it.  The  bank  officers 
then  put  it  back  in  there.  The  examiners  say,  well,  we  didn't  record 
it.  It  wasn't  a  continuous  bank  record  and  therefore,  it  doesn't  fit 
within  the  statute. 

There  is  even  one  case  where,  in  a  particular  thrift,  the  agree- 
ment was  kept  with  the  thrift's  attorney,  in  the  same  building,  on 
the  same  floor  as  the  thrift,  but  in  the  attorney's  files  rather  than 
in  the  bank's  files.  And  they  applied  it  and  used  D'Oench  strin- 
gently and  said,  no,  the  agreement  wasn't  in  the  official  files.  It 
was  in  the  attorney's  files  in  the  same  building.  The  court  entered 
the  sort  of  "gotcha"  mentality  that  D'Oench  allows. 

Finally,  I  just  want  to  end  up  with  a  certain  proposal  that  I've 
set  forth,  a  disclosure  requirement.  And  this  goes  to  the  idea  that 
the  preceding  difficulties  that  I've  been  pointing  out  with  respect 
to  section  1823(e)  would  be  greatly  alleviated  if  there  were  such  a 
disclosure  principle  or  a  requirement  because  the  main  problem  is 
that  most  of  the  borrowers  simply  don't  know  about  section  1823(e) 
until  it's  too  late,  and  then  they  can't  go  backwards  in  time. 

If  there  were  a  disclosure  requirement,  then  that  would  at  least 
make  borrowers  aware  of  the  possible  application  of  section 
1823(e). 

Well,  I  will  leave  the  rest  of  the  disclosure  proposal  to  my  writ- 
ten remarks  in  the  testimony,  or  if  you  have  questions  on  the  dis- 
closure. 

I  want  to  thank  you  once  again  for  allowing  me  to  comment  on 
the  D'Oench  Duhme  doctrine,  on  section  1823(e),  the  reform  act. 
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and  why  it  should  be  repealed — why  the  D'Oench  Duhme  Act 
should  be  enacted. 

I  strongly  and  obviously  support  the  goals  of  the  act  and  I  com- 
mend the  Committee  for  taking  up  this  issue  on  behalf  of  the 
American  people,  and  for  trying  to  maintain  the  integrity  in  the 
banking  industry  and  the  Federal  agencies  which  regulate  it. 

Thank  you. 

The  Chairman.  Thank  you,  Professor. 

Professor  Swire. 

STATEMENT  OF  PETER  P.  SWIRE,  ASSOCIATE  PROFESSOR, 
UNIVERSITY  OF  VIRGINIA  SCHOOL  OF  LAW,  CHARLOTTES- 
VILLE, VA 

Mr.  Swire.  Yes,  thank  you,  Mr.  Chairman,  and  thank  you  for 
your  patience  and  interest  in  this  issue. 

I  testify  today  in  general  support  of  S.  648,  the  reform  act.  And 
in  picking  up  on  something  that  Professor  Galves  and  you  were  dis- 
cussing, the  unfairness  can  be  a  bit  worse  than  has  been  brought 
out  because  often,  the  loans  are  sold  to  somebody  else  by  the  FDIC. 

So  even  if  the  FDIC  or  RTC  wanted  to  use  their  discretion  not 
to  be  strict,  now  it's  a  private  party  that's  just  in  it  for  profit  and 
they  can  use  every  D'Oench  defense  available  to  them. 

So  there's  even  more  unfairness  than  perhaps  we've  seen. 

In  my  brief  remarks,  I'd  like  to  touch  on  three  points. 

The  first  provides  some  context  for  D'Oench  reform.  The  second 
mentions  how  other  laws,  and  not  the  D'Oench  powers,  are  the  real 
protections  today  for  the  deposit  insurance  system.  And  then  I  con- 
clude with  a  discussion  of  one  key  statutory  provision  that  the 
agency  has  also  discussed  concerning  schemes  to  defraud  regu- 
lators. 

For  the  context,  I'd  like  to  say  that  now  is  an  opportune  time  to 
re-examine  the  D'Oench  powers,  as  well  as  the  broader  topic  of  spe- 
cial rules  applying  in  bank  failures. 

This  proposed  D'Oench  reform  can  be  seen  in  the  context  of  the 
thrift  crisis  and  the  extraordinary  laws  passed  year  after  year, 
1987,  1988,  and  you've  said  things  to  that  effect. 

During  that  time,  Congress  reacted  to  enormous  problems  then 
existing  in  the  thrift  and  banking  system  by  passing  stricter  laws 
against  almost  anyone  who  came  near  an  insured  institution. 

Many  of  these  changes  have  given  us  important  protections,  for 
the  solvency  of  the  insurance  funds  and  against  abusive  actions  by 
insiders. 

But  as  I've  discussed  in  previous  articles,  there's  a  danger  that 
the  new  laws  have  gone  too  far,  and  the  Committee's  examination 
of  D'Oench  powers  today  can  be  seen  as  part  of  the  broad  and  im- 
portant movement  of  regulatory  reform  in  the  banking  area. 

We  can  take  advantage  of  the  end  of  the  thrift  crisis  to  see  which 
of  those  laws  are  really  essential  and  which  are  unfair  or  counter- 
productive. 

And  I  take  it  that's  the  intent  of  the  activity  here. 

In  my  remarks,  I  point  out  just  how  enormously  D'Oench  has  ex- 
panded in  its  reach  since  the  1980's.  Before  1980,  there  were  few 
bank  failures.  The  failures  were  usually  quite  small,  and  any  big 
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banks  were  handled  on  an  open-bank  basis,  so  D'Oench  powers 
didn't  apply. 

So  this  was  a  little  backwater  that  expanded  enormously  after 
1980. 

Because  of  the  recency  of  the  changes,  it's  easier  to  contemplate 
D'Oench  reform.  Congress  won't  be  disturbing  commercial  practice. 
Instead,  we'll  be  moving  back  toward  State  law  for  collecting  on 
loans. 

Much  of  my  written  testimony  examines  the  reasons  that  have 
been  given  for  the  broad  agency  D'Oench  powers  and  I  give  criti- 
cisms of  some  of  the  reasons  the  agencies  have  offered. 

What  I'd  like  to  look  at  right  now  is  how  other  laws  rather  than 
D'Oench  powers  are  really  the  key  to  protecting  the  insurance 
fund. 

During  the  1980's,  we  had  the  world  of  forbearance,  keeping 
these  institutions  open  for  far  too  long,  and  we  found  out  how  ex- 
pensive that  it  was.  And  fortunately,  through  a  series  of  laws,  in- 
cluding FDICIA,  we  now  have  three  important  protections  for  the 
fund. 

First,  under  prompt  corrective  action,  the  regulators  begin  to 
clamp  down  much  earlier. 

Second,  the  early  closure  provision  of  FDICIA  means  that  the 
agency  usually  closes  down  the  bank  at  2  percent  capital. 

And  third,  the  FDIC  reserves  are  building  up  to  historically  very 
high  levels,  so  we  have  a  buffer  against  taxpayer  expense. 

With  all  these  protections  in  place,  D'Oench  powers  are  not  ma- 
terial to  the  overall  soundness  of  the  fund.  They're  not  what's  going 
to  make  or  break  for  the  taxpayers. 

And  because  that's  so,  D'Oench  rules  can  be  formulated  to  ensure 
justice  in  individual  cases  and  we're  not  looking  at  saving  the  over- 
all fund. 

In  my  written  remarks,  I  make  several  technical  suggestions 
about  the  statute,  which  I  generally  support.  But  I'd  like  to  focus 
on  the  language  about  knowingly  lending  itself  to  a  scheme  to  mis- 
lead. 

Under  the  draft  bill,  a  party  can  assert  a  claim  or  defense  based 
on  intentional  torts  or  alleged  violation  of  State  or  Federal  law. 
Even  if  there's  no  writing,  they  can  come  forward  and  allege  these 
defenses. 

But  that  party  must  show  that  it  did  not  "knowingly"  lend  itself 
to  a  scheme  to  mislead  the  bank  examiner. 

I  question  the  inclusion  of  the  term  "knowingly"  here  and  suggest 
that  we  put  the  word  "negligently"  instead.  And  let  me  try  to  ex- 
plain why. 

The  usual  idea  of  negligent  is  that  the  party  failed  to  take  rea- 
sonable and  cost-justified  precautions  to  protect  against  a  risk.  And 
let's  think  about  the  equities  in  a  case  where  a  party  has  neg- 
ligently allowed  itself  to  become  part  of  a  scheme  to  mislead  bank 
examiners. 

The  term  negligently  means  that  the  party  did  not  act  properly. 
It  did  not  take  reasonable  precautions. 

After  the  fact,  we  have  to  allocate  the  loss  between  this  negligent 
party  and  the  FDIC,  who  is  a  victim  of  the  scheme  to  defraud. 
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In  part  due  to  the  parties'  negligence  the  FDIC  couldn't  assess 
the  bank  books  properly.  In  such  a  situation,  the  equities  seem  to 
favor  the  FDIC  over  the  negligent  party. 

The  Chairman.  You're  suggesting  that  we  raise  the  threshold  as 
it  relates  to  the  individual  who  may  have  become 

Mr.  Swire.  That's  right.  Before  they  come  and  make  their  inten- 
tional fraud  claim  or  their  State  or  Federal  statutory  claim. 

The  Chairman.  Counselor,  what  do  you  think  of  that? 

Ms.  SrvERTSEN.  I  think  that  would  go  a  far  way  toward  address- 
ing a  lot  of  our  concerns. 

The  Chairman.  Good.  Professor. 

Mr.  Swire.  Well,  great.  OK.  Well,  I  commend  Ms.  Sivertsen. 

I  was  going  to  say  more  about  it,  but  I  think 

The  Chairman.  No,  no.  I  think  that  you  have  very  aptly  stated 
the  situation.  We  want  to  obtain  justice,  but  if  you  raise  the  bar 
too  high,  why,  then,  we're  going  to  really  be  putting  taxpayers  at 
a  disadvantage  and  you're  going  to  have  people  who,  through  their 
own  negligence  certainly  should  not  be  able  to  raise  these  defenses. 

Mr.  Swire.  And  that's  a  way  to  try  to  address  the  agency's  legiti- 
mate concerns  of  trumped-up  claims,  of  claims  that  are  just  there 
to  create  litigation  costs  and  put  pressure  on  the  agency. 

So  now,  the  third  party  has  to  come  forward  and  make  a  showing 
that  it  had  clean  hands. 

We've  gone  long  today.  I  have  other  specific  suggestions  for  stat- 
utory changes 

The  Chairman.  Go  ahead.  I'd  like  to  hear  some  of  them,  if  you'd 
run  through  them  quickly. 

Mr.  Swire.  OK.  Please.  Some  of  the  ones  are  the  ones  that  Pro- 
fessor Galves  and  the  agencies  themselves  have  agreed  on.  Just 
changing  the  technical  requirements  of  section  1823(e)  is  a  good 
reason  for  regulatory  reform,  the  contemporaneous  requirement, 
the  board  of  directors  requirement,  the  requirement  that  it  be  con- 
tinuously in  a  bank's  records. 

I  think  we  have  consensus  now  that  these  are  hypertechnical. 
They're  not  needed.  Everybody  can  get  behind  this  as  part  of  just 
sensible  regulatory  reform. 

There  may  or  may  not  be  particular  quibbles  about  language,  but 
there's  a  lot  of  agreement  that  once  the  document  is  in  writing,  has 
been  approved  by  an  authorized  agent  of  the  bank,  that's  really 
what  we're  getting  at. 

So  we  have  a  reason  to  pass  a  bill  where  there's  consensus. 

The  other  particular  provision  that  I  talk  about  has  to  do  with 
ordinary  course  of  business. 

The  current  bill  requires  that  a  writing  be  executed — requires 
that  there  be  a  writing  and  that  it  be  executed  in  the  ordinary 
course  of  business.  But  this  language,  I  think,  is  trouble  for  various 
reasons. 

In  my  written  testimony,  I  suggest  that  the  ordinary  course  of 
business  language  can  be  deleted  because  we  can  address  the  con- 
cerns through  other  law — sorry.  Other  law  already  takes  care  of 
why  the  language  is  there,  and  I  think  that  will  become  clear  as 
I  keep  talking. 
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The  reason  for  this  ordinary  course  of  business  language  is  to  try 
to  stop  improper,  scurrilous  sorts  of  agreements,  even  if  they're  in 
writing,  from  being  used  against  the  agency. 

The  ordinary  course  of  business  language,  though,  exists  in  other 
law.  It  exists  in  the  bankruptcy  context.  And  the  Supreme  Court 
has  found  itself  unable  to  figure  out  what  it  means.  In  fact,  a  case 
went  up  to  the  Supreme  Court  in  the  Wolas  case  where  they  were 
supposed  to  interpret  what  ordinary  course  of  business  means  and 
the  Supreme  Court  threw  up  its  hands  and  said,  we  don't  know 
how  to  do  it.  It's  too  vague.  And  they  left  it  to  the  lower  courts  to 
split  all  over  the  place  in  very  factual  ways  about  what  ordinary 
course  of  business  means. 

So,  if  we  want  to  get  to  the  reason  that  the  language  is  in  the 
current  statute,  I  suggest  a  better  approach  is  to  defeat  agreements 
which  "do  not  conform  to  good  practice  in  the  industry."  Or  which 
"do  not  conform  to  industry  standards." 

This  substitute  language  directs  judges  to  the  relevant  question. 
The  question  is,  was  this  agreement  between  the  bank  and  the 
third-party  in  accord  with  good  business  practice? 

That's  what  we're  trying  to  get.  We're  trying  to  make  sure  that 
odd  agreements  that  aren't  in  connection  with  good  business  prac- 
tice— 

The  Chairman.  Has  that  term  been  defined  by  legislation  or  in- 
terpreted by  the  Supreme  Court? 

Mr.  Swire.  This  is  based  on  some  discussions  I've  had  with  col- 
leagues in  my  law  school.  Under  the  uniform  commercial  code, 
there's  language  to  this  effect  and  I  need  to  go  get  some  more  cita- 
tions, which  I  can  provide  the  staff  about  that. 

The  Chairman.  The  question  is,  has  the  Supreme  Court  ruled  on 
that,  or  do  we  open  up  another  ambiguous  standard? 

Mr.  Swire.  Well,  I  think  it's  narrower  than  ordinary  course  of 
business  in  this  way. 

Ordinary  course  of  business  might  mean  good  industry  practice. 
But  it  might  mean  the  usual  way  this  lousy  bank  does  business. 
Or  it  might  mean  the  way  that  this  lousy  bank  and  this  lousy 
third-party  have  done  business. 

The  Chairman.  Or  in  this  particular  community. 

Mr.  Swire.  Or  in  this  community,  which  might  not  be  following 
state-of-the-art  practices  and  might  be  deceiving  the  FDIC. 

And  so,  by  focusing  on  good  industry  practice,  it  lets  outside  ex- 
perts come  in  and  say,  what's  the  normal  way  to  do  business  here, 
and  it  avoids  some  of  the  ambiguities  that  have  troubled  the  courts 
in  the  bankruptcy  context. 

The  Chairman.  That  might  be  more  to  the  liking  of  the  institu- 
tions and  the  FDIC. 

Mr.  Swire.  Well,  no.  In  fact,  actually,  it  might  be,  to  the  extent 
they  want  certainty.  But  actually,  this  is  a  provision  that  the  FDIC 
might  be  able  to  use  against  innocent  third-parties. 

The  Chairman.  They  would. 

Mr.  Swire.  Because  this  is  up-front  in  the  statute  and  says  that 
no  agreement  can  beat  the  FDIC  unless  it's  in  writing  and  it's  in 
the  ordinary  course  of  business. 

And  that  means  a  third-party  might  come  forward  and  show  that 
this  lousy  bank  had  a  practice. 
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The  Chairman.  Right. 

Mr.  Swire.  And  that  means  that  the  third-party  might  win  some- 
times. 

The  Chairman.  No.  You  just  said  that  it  has  to  be  good  practice, 
right? 

Mr.  Swire.  I  said,  good  industry  practice,  or  something  Uke  that. 

The  Chairman.  Right.  So  if  a  particular  institution  had  a  man- 
ner of  doing  business  which  was  not  within  good  practice,  the 
third-party  would  be  defeated. 

Mr.  Swire.  There  might  be  some  confusion  because  of  the  way 
this  fits  in  with  the  previous  discussion.  This  is  a  different  section 
of  the  bill. 

The  Chairman.  OK. 

Mr.  Swire.  This  is  the  first  section  of  the  bill.  The  first  section 
of  the  bill  sets  up  a  general  rule  requiring  a  writing. 

The  Chairman.  Yes. 

Mr.  Swire.  The  general  rule  requires  two  things,  actually.  It  re- 
quires a  writing  and  it  requires  that  that  writing  be  in  the  ordi- 
nary course  of  business. 

The  Chairman.  OK. 

Mr.  Swire.  And  unless  the  third-party  wins  on  those,  the  third- 
party  is  going  to  lose. 

The  Chairman.  OK. 

Mr.  Swire.  What  I'm  trying  to  do  is — so  ordinary  course  of  busi- 
ness is  broad.  That's  going  to  allow  some  third-parties  to  come  in 
showing  that  it  was  the  usual  business  of  the  lousy  bank. 

The  Chairman.  Right. 

Mr.  Swire.  And  then  they  still  get  to  prove  their  claim. 

The  Chairman.  Right. 

Mr.  Swire.  This  is  going  to  allow  some  third-parties  to  come  in 
and  say,  well,  but  I  always  did  business  with  the  bank  this  way. 
It  was  the  ordinary  course  of  business. 

The  Chairman.  Right. 

Mr.  Swire.  And  they're  going  to  win.  It's  in  writing,  but  they're 
going  to  win,  even  though  it  was  lousy  bank  practice  or  a  lousy 
course  of  dealing  with  this  party. 

The  Chairman.  And  I'd  suggest  to  you  that  that's  fair,  but  I  can 
understand  the  public  policy  argument  the  other  way. 

But  if,  an  institution  is  not  engaging  in  good  business  practice, 
but  this  standard  happens  to  be  the  way  it's  commonly  being  done 
in  this  region,  you  can't  go  and  suggest  that  customers  should  be 
barred  from  the  courtroom  on  that  basis. 

I  think  you'd  have  to  show  that  it  was  unusual,  that  there  was 
some  activity  that  would  not  ordinary  have  taken  place. 

That  would  be  a  bar  to  that  claim. 

You're  having  trouble  educating  me? 

Mr.  Swire.  Well 

The  Chairman.  That's  all  right.  A  lot  of  my  professors  did. 

[Laughter.] 

Mr.  Swire.  The  way  that  this — I  guess  I  have  two  concerns  with 
the  language.  One  concern  is  that  we  found  out  already  that  the 
Supreme  Court  and  the  courts  have  trouble  with  this  precise  lan- 
giiage. 

The  Chairman.  OK.  So  let's  look  at  that,  then. 
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Mr.  Swire.  And  I  think  the  second  reason  requires  us — well,  the 
second  point  I'm  making  is  that  the  statute  that  is  drafted  now  is 
going  to  allow  in  practices  with  the  lousy  bank  practices  between 
the  third-party  and  the  bank  that  weren't  very  well  done. 

The  Chairman.  Correct. 

Mr.  Swire.  And  you  said  that  clearly  and  that's  going  to  be  a 
judgment  for  you  and 

The  Chairman.  Do  you  adhere  to  this  strict  construction  or  do 
you  provide  an  opportunity  where  people  can  demonstrate  that  an 
activity  is  not  in  the  regular  course  of  business,  that  this  was  the 
practice. 

If  we  can  find  something  to  better  define  these,  or  if  we  have  to 
put  in  some  kind  of  report  language. 

Mr.  Swire.  To  clarify. 

The  Chairman.  To  clarify,  maybe  that  would  help  the  court  to  in- 
terpret Congressional  intent. 

Mr.  Swire.  If  they  still  read  the  reports.  Right? 

Because  Justice  Scalia  and  Justice  Thomas  have  clearly  indi- 
cated they  don't  even  want  to  look  at  the  reports. 

The  Chairman.  Well,  they're  not  always  the  majority. 

[Laughter.] 

Mr.  Swire.  No.  But 

The  Chairman.  Well,  that's  interesting.  The  intent  is  no 
longer 

Mr.  Swire.  One  of  the  courses  that  I  teach  is  legislation  in  law 
school.  For  instance,  there's  an  article  that  came  out  a  few  weeks 
ago  in  the  Columbia  Law  Review  called  "Hypertextualism." 

And  one  of  the  points  of  this  article  is  that  in  many,  many  cases, 
the  court  simply  will  not  look  any  more  to  legislative  history.  It  has 
to  be  in  the  statute  or  many  times,  the  justices  won't  even  read  it. 

The  Chairman.  The  more  words  in  a  statute,  the  more 

Mr.  Swire.  The  more  confusion.  And  there's  lots  of  people,  in- 
cluding myself,  who  worry  about  this  trend  because  it  stops  sen- 
sible things  from  happening. 

The  Chairman.  Especially  when  I  draw  them.  But  that's  if  I 
draw  them.  Not  if  I  have  my  great  and  capable  staff. 

That's  a  different  matter. 

Mr.  Swire.  Yes.  I  have  one  other  provision  that  I  mentioned  in 
my  testimony,  if  you'd  like  me  to  walk  through  it,  or  I'd  be  glad 
to  stop. 

The  Chairman.  I'd  ask  you  to  submit  it  to  us. 

Mr.  Swire.  Yes,  it's  in  my  written  testimony. 

The  Chairman.  First  of  all,  I'm  going  to  thank  both  of  you.  Pro- 
fessor Galves  and  Professor  Swire,  and  ask  the  Banking  Commit- 
tee's staff  to  keep  in  touch.  This  is  a  very  bipartisan  effort. 

Mr.  Swire.  Yes. 

The  Chairman.  We  appreciate  your  testimony  and  the  sugges- 
tions that  you  have  made. 

I  think  it's  important  to  recognize  that  this  bill  is  not  the  pana- 
cea. But  I  think  you  pointed  out  that  we  should  look  at  these  var- 
ious rules  and  regulations  that  we  enacted  during  the  Savings  and 
Loan  crisis,  because  I  think  Congress  has,  in  many  cases,  even, 
given  the  regulators  fits  by  over-prescribing.  The  regulators  say. 
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what  do  you  want  me  to  do?  You've  prescribed  this.  We  have  to  en- 
force it.  We  don't  have  latitude. 

And  of  course,  there  are  those  in  the  agencies  who  don't  want 
greater  latitude  because  their  jobs  are  easier  without  it. 

But  that  is  the  problem  with  this  whole  thing. 

I  want  to  thank  everybody  for  coming.  Again,  I'm  going  to  ask 
our  counsel  to  work  with  the  FDIC  people.  I'd  ask  you  to  see  if  we 
can't  do  something  that  is  rather  unusual  and  come  up  with  a  leg- 
islative framework  by  which  we  can  see  that  we're  doing  a  job  fair- 
ly and  justly,  both  for  the  taxpayer  and  for  the  individual  citizen. 

Now  one  last  parting  thing. 

I'm  going  to  say  here  and  now,  I  don't  know  the 

Sweeneys.  I  never  met  the  Sweeneys.  I  don't  want  to  meet  them 
because  I  don't  want  to  be  accused  of  applying  undue  pressure  on 
the  agencies. 

But  for  God's  sakes,  it  seems  to  me  that  the  counsel  understands 
and  what's  fair  and  what's  not  fair. 

I  don't  think  that  we  should  be  trying  to  wring  every  last  dollar 
out  on  behalf  of  the  RTC  and/or  the  taxpayer. 

Let's  go  back  and  take  a  look  at  this  thing  as  if  it  were  the  first 
time  it  came  up,  and  let's  try  to  ignore  the  history,  the  battling, 
the  name-calling,  the  unfair  charges  that  have  obviously  come  from 
both  sides,  particularly  during  the  heat  of  battle.  Let's  take  a  look 
at  this  thing  with  a  view  toward  doing  what's  right. 

And  if  you  had  your  momma  or  poppa  or  your  friend  in  the 
Sweeney's  situation,  how  would  you  like  somebody  to  be  handling 
that  situation  by  wringing  every  last  dollar  from  them? 

Let's  take  a  look  and  see  what  is  fair. 

You  can't  get  rid  of  all  of  the  past,  but  I'm  asking  you,  to  do  this. 

It's  the  right  thing  to  do. 

It's  not  a  question  of  winning  or  losing.  It's  a  question  of  doing 
what's  right.  It's  not  a  question  of  doing  what's  right  because  this 
Committee  is  looking  at  it,  or  any  other  committee.  But  because  it's 
the  right  thing  to  do. 

There  are  no  newspapers  here.  I'm  not  making  this  some  appeal 
because  we're  going  to  get  mileage  out  of  it. 

For  God's  sakes,  what  the  hell  are  you  in  this  business  for?  You 
can  probably  go  out  and  make  a  heck  of  a  lot  more  money  practic- 
ing law,  practicing  your  art. 

So  let's  see  if  we  can't  do  what's  right.  I'm  not  going  to  play  judge 
as  to  whether  it's  fair  or  not.  And  I  would  hope  that,  on  the 
Sweeneys  side,  they  wouldn't  take  those  words  to  mean  that  they're 
going  to  get  total  recompense,  and  feel  they  are  in  a  stronger  or 
better  position.  That  would  not  be  fair,  either. 

Do  a  review  of  the  thing  and  do  what's  right.  You'll  probably 
wind  up  feeling  pretty  good  about  it. 

I  want  to  thank  everybody  for  participating  today,  everyone  from 
those  representing  the  agencies,  academics,  and  those  who  came  in 
on  behalf  of  citizens  who  feel  that  there's  need  for  reform. 

Thank  you  very  much. 

We  stand  in  recess. 

[Whereupon,  at  1:15  p.m.,  the  Committee  was  recessed.] 

[Prepared  statements,  response  to  written  questions,  and  addi- 
tional material  supplied  for  the  record  follows:] 
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PREPARED  STATEMENT  OF  SHARON  POWERS  SIVERTSEN 

Assistant  General  Counsel,  Closed  Bank  Litigation  and  Policy, 
Federal  Deposit  Insurance  Corporation,  Washington,  DC 

June  14,  1995 

Summary 

The  D'Oench  doctrine  and  section  1823(e)  serve  important  public  policy  goals  in 
the  supervision,  resolution,  and  liquidation  of  financial  institutions.  In  response  to 
congressional  concerns  about  the  impact  of  D'Oench  and  section  1823(e),  the  FDIC 
recently  has  taken  actions  to  ensure  the  appropriate  and  consistent  application  of 
these  legal  principles  through  the  implementation  of  new  guidelines. 

Ms.  Siveiisen  begins  her  testimony  by  generally  discussing  the  D'Oench  doctrine 
and  section  1823(e).  She  then  reviews  the  recent  implementation  by  the  FDIC  of 
guidelines  for  the  use  of  these  legal  principles.  Next,  she  covers  the  public  policy 
benefits  of  D'Oench  and  section  1823(e).  Finally,  she  comments  on  the  legislation  S. 
648,  introduced  by  Senator  Cohen. 

D'Oench  and  Section  1823(e) 

The  "D'Oench  doctrine"  is  essentially  an  estoppel  doctrine  applied  by  the  courts 
to  bar  enforcement  of  secret  agreements  against  the  receiver  of  a  failed  financial  in- 
stitution. In  effect,  the  doctrine  bars  reliance  upon  any  secret  agreement  or  under- 
standing that  may  tend  to  mislead  financial  institution  examiners. 

The  related  statute,  section  1823(e),  was  enacted  as  part  of  the  Federal  Deposit 
Insurance  Act  (FDI  Act)  in  1950.  It  specifies  four  requirements  that  must  be  met 
for  agreements  to  be  binding  against  the  FDIC  if  the  financial  institution  subse- 
quently fails.  The  statute  requires  that  any  agreement  be  in  writing,  be  executed 
by  the  borrower  and  the  institution  contemporaneous  with  the  acquisition  of  the 
asset,  be  approved  by  the  board  of  directors  or  loan  committee,  and  continuously  be 
an  official  record  of  the  institution. 

FDIC  Guidelines 

The  testimony  describes  the  P^'DIC's  new  guidelines  for  the  use  of  the  D'Oench  doc- 
trine and  section  1823(e)  in  order  to  achieve  a  balancing  of  important  public  policy 
goals  with  the  public  interest  that  individuals  be  treated  fairly.  The  guidelines  pro- 
mote the  exercise  of  sound  discretion  in  the  application  of  D'Oench  and  section 
1823(e)  by  requiring  prior  Washington  management  approval  in  seven  specific  cat- 
egories of  factual  circumstances.  The  requirement  of  prior  review  and  approval 
under  the  guidelines  is  promoting  a  consistent  approach  to  application  of  these  pow- 
ers. In  addition,  the  flexibility  contained  in  the  proposed  guidelines  permits  a  care- 
ful examination  of  the  unique  facts  of  all  proposed  cases. 

Public  Policy 

The  testimony  discusses  the  three  public  policy  goals  accomplished  by  the 
D'Oench  doctrine  and  section  1823(e).  First,  the  D'Oench  doctrine  ensures  that  regu- 
lators can  rely  on  a  financial  institution's  records  for  supervisory  purposes  and  in 
order  to  protect  the  deposit  insurance  funds  they  administer.  This  goal  encompasses 
the  supervision  of  open  institutions,  the  determination  of  the  least  cost  resolution 
of  failing  institutions,  and  the  efficient  disposition  of  assets  and  payment  of  credi- 
tors of  failed  institutions.  Second,  the  D'Oench  doctrine  promotes  careful  consider- 
ation of  lending  practices,  assures  proper  recordation  of  various  financial  activities, 
and  protects  against  collusive  or  erroneous  structuring  or  restructuring  of  terms,  es- 
pecially just  before  the  institution  fails.  Third,  the  D'Oench  doctrine  protects  the  in- 
nocent depositors  and  creditors  of  a  failed  institution,  including  the  FDIC,  from  ab- 
sorbing the  losses  resulting  from  agreements  that  do  not  appear  in  the  records  and 
books  of  the  institution  and  helps  to  facilitate  the  quick  return  of  a  failed  institu- 
tion's assets  to  the  community. 

The  testimony  discusses  the  harmful  impact  that  the  failure  of  a  financial  institu- 
tion can  have  on  a  community,  especially  a  small  community  that  does  not  have 
other  significant  financial  resources.  The  efficient  resolution  of  a  failed  institution 
and  the  prompt  availability  of  deposits  and  advance  dividends  can  be  vitally  impor- 
tant in  a  community  that  would  otherwise  be  devastated  by  the  closure  of  its  pri- 
mary financial  institution.  As  a  result  of  the  F'DIC's  ability  to  rely  on  the  financial 
institution's  records,  depositors  typically  have  access  to  their  money  on  the  following 
business  day  after  an  institution  fails.  The  FDIC  also  often  advances  funds,  known 
as  advance  dividends,  to  uninsured  depositors  or  creditors  based  on  its  historical  ex- 
perience regarding  the  recovery  it  can  anticipate  from  the  liquidation  of  the  institu- 
tion's assets.  Without  the  ability  to  rely  on  the  failed  institution's  books  to  value 
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the  assets,  it  would  be  considerably  more  difficult  for  the  FDIC  to  achieve  prompt 
resolutions  or  to  pay  advance  dividends. 

Comments  on  S.  648 

Although  the  S.  648  and  the  Cohen  substitute  do  not  yet  reflect  a  total  agreement 
between  the  FDIC  and  Senator  Cohen,  they  include  a  number  of  provisions  that  rep- 
resent a  thoughtful  balancing  of  the  competing  interests.  Among  their  important 
provisions,  S.  648  and  the  Cohen  substitute  generally  require  that  any  agreement 
between  a  financial  institution  and  a  claimant  be  in  writing  and  have  been  executed 
in  the  ordinary  course  of  business  by  an  officer  or  employee  of  the  institution  with 
the  authority  to  execute  such  an  agreement. 

The  legislation  also  includes  a  number  of  exceptions  which  significantly  limit  the 
application  of  the  general  rule  requiring  a  written  agreement.  The  FDIC,  however, 
is  concerned  that  some  of  the  exceptions  are  too  broad  and  introduce  new  ambigu- 
ities into  the  clear  requirements  of  the  current  statute  that  will  create  additional 
litigation  and  costs. 

unwritten  liabilities.  The  FDIC  is  concerned  that  the  Cohen  substitute  creates  an 
exception  from  the  general  rule  requiring  written  agreements  for  liabilities.  If  the 
general  public  policy  is  to  permit  regulators  and  receivers  to  rely  on  the  institution's 
records  to  determine  its  financial  condition,  there  is  no  logical  justification  to  dif- 
ferentiate between  secret  agreements  that  affect  assets  ana  ones  that  create  liabil- 
ities because  liabilities  can  also  alter  the  true  financial  condition  of  a  financial  insti- 
tution. 

Allegations  of  violations  of  law.  The  FDIC  is  concerned  that  the  exception  requir- 
ing only  an  allegation  of  an  intentional  tort  or  violation  of  State  or  Federal  law  as 
currently  draftea  could  overwhelm  the  general  rule  requiring  a  written  agreement. 
Virtually  any  litigant  could  fashion  an  allegation  of  some  violation  of  law. 

Retroactivity.  The  F'DIC  is  concerned  that  applying  the  legislation  to  all  adminis- 
trative claims  at  any  stage  in  the  review  process  and  to  all  litigation  pending  on 
or  after  the  date  of  enactment,  raises  issues  of  implementation  and  cost  to  the  de- 
posit insurance  funds.  If  the  expenses  or  losses  prove  to  be  substantial  in  a  receiver- 
ship, the  distributions  in  pre-depositor  preference  receiverships  must  be  recalculated 
with  a  resulting  increase  in  losses  both  to  other  innocent  creditors  and  to  the  de- 
posit insurance  funds. 

The  FDIC  testimony  concludes  with  Ms.  Sivertsen's  statement  that  the  FDIC  is 
willing  to  continue  to  work  with  Congress  in  constructive  efforts  to  balance  the  com- 
peting public  interests  embodied  in  the  D'Oench  doctrine  and  section  1823(e). 

Introduction 

Mr.  Chairman  and  Members  of  the  Committee,  I  appreciate  the  opportunity  to 
testify  on  behalf  of  the  Federal  Deposit  Insurance  Corporation  about  our  policies  for 
application  of  the  D'Oench  doctrine  and  section  1823(e)  and  the  impact  of  S.  648, 
the  D'Oench  Duhme  Reform  Act,  on  the  FDIC. 

My  testimony  will  briefiy  describe  the  D'Oench  doctrine  and  the  requirements  of 
section  1823(e);  the  steps  that  the  P^DIC  has  taken  and  is  taking  to  balance  the  pub- 
lic interest  in  effective  banking  supervision,  resolution,  and  liquidation  with  the 
public  interest  in  the  fair  treatment  of  individuals;  the  public  policies  served  by 
D'Oench  and  section  1823(e);  and  the  potential  impact  of  the  proposed  D'Oench 
Duhme  Reform  Act  on  those  public  interests. 

Background  on  the  D'Oench  Doctrine  and  Section  1823(e) 

What  is  commonly  referred  to  as  the  "D'Oench  doctrine"  is  essentially  an  estoppel 
doctrine  applied  by  the  courts  to  bar  enforcement  of  secret  agreements  against  the 
receiver  of  a  failed  financial  institution.  In  effect,  the  doctrine  bars  reliance  upon 
any  secret  agreement  or  arrangement  that  may  tend  to  mislead  financial  institution 
examiners.  The  D'Oench  doctrine  arises  from  a  1942  United  States  Supreme  Court 
decision,  D'Oench,  Duhme  &  Co.  v.  FDIC,  315  U.S.  447  (1942),  in  which  a  borrower 
signed  promissory  notes  to  a  bank  with  a  secret  side  agreement  that  the  notes 
would  never  have  to  be  repaid.  The  Court  held  that  the  debtor  was  estopped  from 
asserting  the  oral  side  agreement  as  a  defense.  It  stated  that  the  FDIC  must  be  able 
to  rely  on  the  institution  s  books  and  records  to  determine  the  institution's  true  con- 
dition and  that  allowing  the  debtor  to  avoid  liability  based  on  an  agreement  outside 
the  books  and  records  would  tend  to  deceive  the  regulators. 

The  related  statute,  section  1823(e),  was  enacted  as  part  of  the  Federal  Deposit 
Insurance  Act  (FDl  Act)  in  1950.  It  specifies  four  requirements  that  must  be  met 
for  agreements  to  be  binding  against  the  FDIC  if  a  financial  institution  subse- 
quently fails.  The  statute  requires  that  any  agreement  be  in  writing,  be  executed 
by  the  borrower  and  the  institution  contemporaneous  with  the  acquisition  of  the 
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asset,  be  approved  by  the  board  of  directors  or  loan  committee,  and  continuously  be 
an  official  record  of  tne  institution. 

In  essence,  the  D'Oench  doctrine  and  section  1823(e)  serve  to  ensure  that  all 
agreements  or  arrangements  affecting  the  depository  institution's  Hnancial  condition 
must  be  recorded  and  available  for  review  by  regulators  and  receivers  so  that  thev 
can  accurately  assess  the  true  financial  condition  of  the  institution.  This  public  pol- 
icy lies  at  the  center  of  the  ability  of  the  FDIC  and  other  regulators  to  supervise 
open  institutions  and  to  resolve  failing  ones.  The  ability  to  rely  upon  the  records 
of  an  institution  in  order  to  evaluate  its  assets  and  liabilities  supports  key  public 
policy  goals  and  related  statutory  requirements  such  as  prompt  corrective  action, 
the  "ieast  cost"  test,  and  the  protection  of  the  deposit  insurance  funds. 

Of  course,  these  important  public  policies  must  be  balanced  with  the  public  inter- 
est in  fairness  to  individuals.  The  FDIC  has  recently  taken  additional  significant 
steps  to  ensure  that  the  D'Oench  doctrine  and  section  1823(e)  are  applied  fairly  and 
consistently  with  their  public  purposes.  The  FDIC  remains  willing  to  work  with 
Congress  to  achieve  an  optimal  balancing  of  the  competing  public  interests  in  any 
amendments  to  section  1823(e).  We  are  committed  to  finding  ways  to  satisfy  our 
statutory  mandates  with  regard  to  supervising  open  financial  institutions,  resolving 
failing  institutions,  and  liquidating  failed  institutions  while  also  preventing  a  poten- 
tially adverse  impact  on  individuals. 

Efforts  By  the  FDIC  To  Ensure  Fairness 

Although  the  D'Oench  doctrine  and  section  1823(e)  promote  critical  public  policy 

foals,  the  FDIC  recognizes  that  the  application  of  these  legal  principles  reauires  a 
alancing  of  those  goals  with  the  public  interest  that  individuals  be  treated  fairly. 
This  balancing  of  interests  has  been  the  subject  of  debate  since  the  earliest  days 
of  the  D'Oench  doctrine  and  section  1823(e).  Attachment  A  summarizes  the  debate 
surrounding  the  passage  of  section  1823(e)  in  1950. 

Questions  about  the  application  of  D'Oench  or  section  1823(e)  were  raised  during 
Chairman  Heifer's  confirmation  process  and  during  testimony  by  Vice  Chairman 
Hove  last  year.  (Chairman  Heifer  and  the  FDIC  have  followed  through  on  their  com- 
mitment to  reexamine  the  FDlC's  use  of  D'Oench  and  section  1823(e)  and  have  im- 
plemented new  guidelines  to  govern  the  circumstances  under  which  these  powers 
will  be  authorized  by  the  FT)I(1 

During  March  1994,  an  inter-divisional  working  group  was  established  at  the 
FDIC  to  discuss  an  appropriate  response  to  concerns  about  the  application  of  the 
D'Oench  doctrine  and  section  1823(e)  and  to  prepare  recommendations  to  present  to 
the  new  Chairman.  The  working  group  was  made  up  of  representatives  of  all  af- 
fected groups  within  the  FDIC,  including  those  parts  of  the  FDIC  responsible  for 
supervision  of  open  financial  institutions,  resolution  of  failing  institutions,  and  dis- 
position of  the  assets  and  payment  of  claims  against  failed  institutions. 

As  a  result  of  the  working  group's  efforts,  new  guidelines  were  implemented  dur- 
ing November  1994.  All  FDIC?  staff,  outside  law  firms,  and  asset  servicing  contrac- 
tors are  now  subject  to  the  guidelines  in  all  cases  involving  D'Oench  and  section 
1823(e).  Since  adoption  of  the  guidelines,  the  FDIC  has  conducted  intensive  training 
in  their  application  for  its  staff  across  the  country.  This  training  has  been  conducted 
nationally  as  well  as  regionally  to  ensure  that  the  guidelines  are  understood  and 
followed. 

The  guidelines  provide  a  structure  for  the  FDIC  to  promote  the  exercise  of  sound 
discretion  in  the  application  of  D'Oench  and  section  1823(e)  by  requiring  prior 
Washington  management  approval  in  seven  specific  categories  of  factual  cir- 
cumstances. Critical  to  the  guidelines  is  a  recognition  that  hard  and  fast  rules  will 
not  permit  the  "case  by  case"  review  necessary  to  protect  against  unfairness  while 
ensuring  that  secret  agreements  remain  barred.  As  a  result,  the  guidelines  require 
FDIC  attorneys,  outside  attorneys,  asset  servicing  contractors,  ana  other  staff  to  ob- 
tain approval  from  FDIC  headquarters  in  Washington  before  asserting  D'Oench  or 
section  1823(e)  in  any  case  within  the  seven  categories. 

The  seven  categories  include,  among  other  things:  claims  by  pre-closing  vendors; 
claims  or  defenses  asserted  where  an  authorized  bank  officer  signed  the  agreement, 
but  it  was  not  included  in  the  bank  records;  claims  or  defenses  cased  on  tne  bank's 
violation  of  some  part  of  a  written  agreement;  and  claims  where  there  is  no  loan 
transaction  involved  in  the  dispute.  In  these  and  the  other  categories  of  cases, 
D'Oench  or  section  1823(e)  cannot  be  asserted  without  specific  prior  approval  from 
FDIC  headquarters  in  Washington.  Thus,  the  guidelines  are  designed  to  ensure  the 
consistent  and  appropriate  application  of  D'Oench  and  section  1823(e).  A  copy  of  the 
guidelines  is  attachea  to  this  testimony  as  Attachment  B. 

One  of  the  few  clear-cut  examples  where  application  of  D'Oench  and  section 
1823(e)  generally  is  prohibited  by  the  guidelines  involves  claims  by  pre-receivership 
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sellers  or  providers  of  goods  and  services  to  the  failed  financial  institution.  Under 
the  guidelines,  D'Oench  and  section  1823(e)  will  not  be  asserted  to  bar  those  claims 
where  the  goods  or  services  were  actually  received  by  the  institution  regardless  of 
the  existence  of  a  written  agreement.  For  example,  as  long  as  there  is  evidence  that 
the  service  was  performed,  section  1823(e)  cannot  be  used  to  refuse  payment  for 
services  provided  by  a  local  nursery  that  planted  flowers  around  an  institution's 
premises  prior  to  its  failure,  regardless  of  whether  the  nursery  had  a  written  con- 
tract to  perform  those  services. 

We  believe  that  the  requirement  of  prior  review  and  approval  under  the  guide- 
lines is  promoting  a  consistent  approach  to  application  of  these  powers.  In  addition, 
the  flexibility  contained  in  the  proposed  guidelines  permits  a  careful  examination 
of  the  unique  facts  of  all  proposed  cases. 

It  should  be  noted  that  the  protections  of  D'Oench  have  been  interpreted  by  the 
courts  as  extending  to  parties  that  purchase  or  receive  assets  from  the  FDIC.  Once 
these  assets  are  sold  or  transferred  to  another  party,  they  are  neither  owned  nor 
controlled  by  the  FDIC.  Any  attempt  to  control  the  use  of  D'Oench  by  such  asset 
purchasers  or  transferees  would  be  difTicult  because  the  FDIC  generally  would  not 
be  a  party  to  such  actions  and  would  have  no  advance  notice  that  these  legal  prin- 
ciples would  be  asserted.  The  guidelines,  therefore,  do  not  apply  directly  to  pur- 
chasers or  subsequent  transferees  of  FDIC  receivership  assets.  Tne  FDIC  is  continu- 
ing to  examine  this  issue. 

In  summary,  the  guidelines  preserve  the  FDIC's  flexibility  in  addressing  the  spe- 
cific facts  of  individual  cases,  but  provide  additional  safeguards  against  any  expan- 
sive application  of  D'Oench  and  section  1823(e).  At  the  same  time,  the  guidelines 
continue  to  assist  the  FDIC  in  preserving  the  important  public  policy  underlying 
these  powers — that  regulators  must  be  able  to  rely  on  the  records  of  financial  insti- 
tutions in  evaluating  open  institutions  and  in  resolving  failed  ones. 

Public  Policies  Served  By  D'Oench  and  Section  1823(e) 

There  are  three  public  policy  goals  accomplished  by  the  D'Oench  doctrine  and  sec- 
tion 1823(e).  First,  the  D'Oench  doctrine  ensures  that  regulators  can  rely  on  a  finan- 
cial institution's  records  for  supervisory  purposes  and  in  order  to  protect  the  deposit 
insurance  funds  they  administer.  This  goal  encompasses  the  supervision  of  open  in- 
stitutions, the  determination  of  the  least  cost  resolution  of  failing  institutions,  and 
the  efficient  disposition  of  assets  and  payment  of  creditors  of  failed  institutions.  Sec- 
ond, the  D'Oench  doctrine  promotes  careful  consideration  of  lending  practices, 
assures  proper  recordation  of  various  financial  activities,  and  protects  against  collu- 
sive or  erroneous  structuring  or  restructuring  of  terms,  especially  just  before  the  in- 
stitution fails.  Third,  the  D'Oench  doctrine  protects  the  innocent  depositors  and 
creditors  of  a  failed  institution,  including  the  FDIC,  from  absorbing  the  losses  re- 
sulting from  agreements  that  do  not  appear  in  the  records  and  books  of  the  institu- 
tion and  helps  to  facilitate  the  quick  return  of  a  failed  institution's  assets  to  the 
community. 

While  the  D'Oench  doctrine  and  section  1823(e)  have  always  played  a  role  in  the 
supervision  and  liquidation  of  financial  institutions,  they  have  become  more  signifi- 
cant since  the  enactment  of  FDICIA  in  1991.  One  of  the  key  provisions  crafted  by 
this  Committee  in  F'DICIA  was  the  requirement  of  least  cost  resolutions. 

If  a  financial  institution  fails,  FDICIA  requires  the  FDIC  to  determine  how  to 
"satisfy  the  Corporation's  obligations  to  an  institution's  insured  depositors  at  the 
least  possible  cost  to  the  deposit  insurance  fund"  and  to  document  that  analysis. 
This  means  that  the  FDIC  must  be  able  to  rely  on  the  institution's  records  at  the 
time  of  the  closing  to  identify  and  establish  the  value  of  its  assets  and  liabilities. 
If  the  assets  are  worth  less  or  the  liabilities  more  extensive  than  evidenced  in  the 
institution's  records  due  to  the  existence  of  undocumented  agreements,  the  F'DIC 
may  not  be  able  to  determine  accurately  the  least  cost  method  of  resolution.  In  addi- 
tion, the  receiver  of  the  failed  bank  may  have  difficulty  in  structuring  a  resolution 
without  providing  additional  rights  to  acquiring  institutions  to  return  assets  or  ob- 
tain indemnification  from  any  costs  because  neither  the  receiver  nor  the  acquirer 
can  know  what  unrecorded  agreements  might  exist  that  subsequently  may  affect  the 
value  of  the  failed  institutions  as.sets. 

The  failure  of  a  financial  institution  can  be  very  harmful  to  a  community,  espe- 
cially a  small  community  that  does  not  have  other  significant  financial  resources. 
Therefore,  the  efficient  resolution  of  a  failed  institution  and  the  prompt  availability 
of  deposits  and  advance  dividends  can  be  vitally  important  in  a  community  that  oth- 
erwise would  be  devastated  by  the  closure  of  its  primary  financial  institution.  As 
a  result  of  the  FDIC's  ability  to  rely  on  the  financial  institution's  records,  depositors 
typically  have  access  to  their  money  on  the  following  business  day  aRer  an  institu- 
tion fails.  The  FDIC  also  often  advances  funds,  known  as  advance  dividends,  to  un- 
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insured  depositors  or  creditors  based  on  its  historical  experience  regarding  the  re- 
covery it  can  anticipate  from  the  liquidation  of  the  institution's  assets.  Without  the 
ability  to  rely  on  the  failed  institution's  books  to  value  the  assets,  it  would  be  con- 
siderably more  difficult  for  the  FDIC  to  achieve  prompt  resolutions  or  to  pay  ad- 
vance dividends. 

Finally,  without  the  D'Oench  doctrine  and  section  1823(e),  the  FDIC  would  have 
difiiculty  enforcing  many  valid  obligations  owed  to  the  failed  financial  institution  be- 
cause it  often  cannot  rebut  allegations  of  unwritten  agreements  or  arrangements  as 
effectively  as  the  failed  institution.  After  an  institution  fails,  the  FDIC  often  does 
not  have  ready  access  to  its  officers  and  employees.  In  such  circumstances,  the  re- 
ceiver frequently  is  unable  efTectively  to  counter  allegations  that  the  institution  en- 
tered into  unwritten  agreements  or  challenge  the  terms  of  such  alleged  agreements. 
The  ability  of  the  FDIC  to  enforce  the  obfigations  due  to  the  failed  institution  in 
reliance  upon  the  written  records  of  loans  and  other  assets  prevents  fraudulent 
claims  ana  unnecessary  legal  expenses. 

As  the  receiver  for  the  failed  financial  institution,  the  FDIC  has  a  legal  obligation 
to  the  other  creditors  to  protect  the  receivership  estate  for  the  benefit  of  the  institu- 
tion's creditors.  If  the  FDIC  as  receiver  pays  unsubstantiated  claims,  other  claim- 
ants and  creditors  of  the  receivership  estate,  such  as  vendors  who  provided  services 
to  the  institution  before  it  failed,  will  receive  less.  Creditors  will  also  receive  less 
if  the  FDIC  cannot  enforce  valid  obligations  owed  to  the  failed  institution.  There  is 
a  limited  pool  of  assets  in  each  receivership  of  a  failed  institution  and  anything  that 
reduces  the  value  of  the  assets  or  increases  the  number  of  claimants  will  reduce  the 
recoveries  for  creditors. 

Comments  on  the  Proposed  D'Oench  Duhme  Reform  Act 

On  March  30,  1995,  Senator  Cohen  introduced  S.  648,  the  D'Oench  Duhme  Reform 
Act,  which  was  cosponsored  by  you,  Mr.  Chairman,  and  Senators  Faircloth  and  Ben- 
nett. Since  the  introduction  of  S.  648,  FDIC  staff  have  met  several  times  with  Sen- 
ator Cohen's  staff  and  the  stafT  of  this  Committee  to  discuss  the  concerns  of  the 
FDIC  regarding  this  legislation.  As  a  result  of  these  discussions,  we  have  been  able 
to  resolve  or  narrow  many  of  the  differences  between  the  parties. 

Last  Friday,  Senator  Cohen  provided  us  with  a  copy  of  the  most  recent  version 
of  his  legislation  (the  Cohen  substitute).  Although  the  Cohen  substitute  does  not  yet 
reflect  a  total  agreement  between  the  parties,  this  substitute  includes  a  number  of 
changes  from  S.  648  that  represent  a  thoughtful  balancing  of  the  competing  inter- 
ests. Among  their  important  provisions,  S.  648  and  the  Cohen  substitute  generally 
require  that  any  agreement  between  a  financial  institution  and  a  claimant  be  in 
writing  and  have  been  executed  in  the  ordinary  course  of  business  by  an  officer  or 
employee  of  the  institution  with  the  authority  to  execute  such  an  agreement.  By  re- 
auiring  that  the  alleged  agreement  be  in  writing,  the  Cohen  substitute  addresses 
the  dimcult  problems  of  proof  involved  with  disputes  regarding  oral  agreements  and 
recognizes  ordinary  commercial  practices.  The  requirement  that  the  agreement  also 
be  executed  in  the  ordinary  course  of  business  by  an  employee  of  the  institution 
with  the  authority  to  execute  such  an  agreement  prevents  tne  claimant  from  unilat- 
erally creating  a  binding  agreement  simply  by  sending  a  letter  to  the  bank  "confirm- 
ing" the  terms  of  an  alleged  agreement. 

The  legislation  also  includes  a  number  of  exceptions  which  significantly  limit  the 
application  of  the  general  rule  requiring  a  written  agreement.  Some  of  the  excep- 
tions to  the  requirement  of  a  written  agreement  in  the  Cohen  substitute  are  reason- 
able. For  example,  the  FDIC  supports  the  provision  which  permits  the  enforcement 
of  oral  agreements  between  the  failed  institution  and  vendors  where  the  goods  or 
services  are  actually  received  by  the  institution  before  it  fails.  This  is  consistent 
with  current  FDIC  practice  under  our  D'Oench  guidelines. 

The  FDIC,  however,  is  concerned  that  some  of  the  exceptions  are  too  broad  and 
introduce  new  ambiguities  into  the  clear  requirements  of  the  current  statute  that 
will  create  additional  litigation  and  costs.  The  FDIC  is  particularly  concerned  about 
the  following  exceptions  to  the  general  rule  requiring  a  writing  agreement:  the  ex- 
ception that  permits  unwritten  liabilities;  the  exception  for  violations  of  Federal  or 
State  law;  and  the  retroactive  application  of  the  Cohen  substitute. 

The  Cohen  substitute  only  requires  a  written  agreement  for  "specific  assets."  By 
repealing  section  1821(d)(9)(A)  which  extends  the  current  requirements  of  section 
1823(e)  to  receivership  liabilities,  it  would  create  an  exception  to  the  general  rule 
that  an  agreement  must  be  in  writing  if  the  oral  "agreement"  created  a  liability  but 
never  resulted  in  an  actual  asset  (loan)  or  if  the  asset  no  longer  exists.  Examples 
include  claims  for  benefits  or  indemnification  by  institution  officers  and  directors, 
undocumented  future  loan  commitments,  and  claims  arising  out  of  a  lending  rela- 
tionship that  are  asserted  after  repayment  of  a  loan.  No  current  asset  exists  in  any 
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of  these  examples.  They,  however,  would  impose  liabilities  on  the  institution  and 
could  affect  the  regulators'  or  receivers'  evaluation  of  t^e  financial  condition  of  the 
institution. 

For  example,  institution  ofTicers  or  directors  may  claim  that  the  institution  orally 

f)romised  to  indemnify  them  for  any  litigation  or  claims.  These  claims  can  be  very 
arge  and  such  an  indemnification  agreement  that  is  not  recorded  in  the  institution's 
books  and  records  can  alter  the  true  financial  condition  of  the  institution  as  much 
as  any  asset.  For  example,  there  is  a  single  indemnity  claim  against  one  of  the 
FDIC's  receiverships  for  half  a  billion  dollars  based  on  an  unwritten  agreement.  If 
the  general  goal  is  to  permit  regulators  and  receivers  to  rely  on  the  institution's 
records  to  determine  its  financial  condition,  there  is  no  logical  justification  to  dif- 
ferentiate between  secret  agreements  that  affect  assets  and  ones  that  create  liabil- 
ities. 

Similarly,  this  provision  would  permit  individuals  to  bring  claims  based  on  un- 
documented oral  agreements  if  they  paid  off  their  loan  because  there  is  no  longer 
an  asset.  If  the  same  loan  was  not  paid  olT,  the  individual  could  not  bring  the  claim 
because  the  asset  would  still  exist.  In  essence,  this  creates  an  exception  for  those 
borrowers  fortunate  enough  to  be  able  to  pay  off  their  notes  before  bringing  their 
claim.  Fairness  would  seem  to  require  that  the  general  rule  apply  to  all  claimants 
equally  regardless  of  their  financial  resources. 

The  Cohen  substitute  also  includes  an  exception  for  "alleged  intentional  torts  or 
alleged  violation  of  State  or  Federal  law."  While  the  FDIC  has  no  desire  to  perpet- 
uate or  benefit  from  inappropriate  actions  by  the  failed  institution  or  its  employees, 
the  exception  as  currently  arafled  could  overwhelm  the  general  rule  requiring  a 
written  agreement. 

The  exception  requires  only  an  allegation  of  an  "intentional  tort"  or  'Violation  of 
State  or  Federal  law."  In  other  words,  knowledgeable  claimants  could  still  pursue 
oral  agreements  if  they  carefully  framed  their  claim.  "Intentional  torts"  and  "State 
or  Federal  law"  are  not  defined  and  the  scope  of  those  terms  is  extremely  broad. 
Indeed,  under  the  current  draft  there  is  no  requirement  that  a  "violation  of  State 
or  Federal  law"  be  intentional  and  it  could  be  wholly  regulatory.  Virtually  any  cre- 
ative litigant  can  fashion  an  allegation  of  some  violation  of  State  or  Federal  law. 
As  a  result,  fraud,  intentional  misrepresentation,  deceptive  acts/practices,  and  simi- 
lar allegations  will  probably  become  routine  elements  of  claims  based  on  oral  agree- 
ments to  avoid  the  general  requirement  that  they  be  in  writing.  Since  such  charges 
are  inherently  fact-intensive,  we  can  expect  many  such  actions  to  go  to  trial  and  in- 
crease the  litigation  expenses  of  the  I*  DIG.  Further,  we  can  expect  that  the  pro- 
longed period  tnat  it  will  take  to  resolve  these  factual  disputes  will  delay  the  termi- 
nation of  receiverships. 

The  Cohen  substitute  applies  retroactively  to  "administrative  claims  brought  or 
pending,  and  any  litigation  filed,  in  progress,  or  on  appeal  on  or  after  the  date  of 
enactment."  By  applying  to  all  administrative  claims  at  any  stage  in  the  review 
process  and  to  all  litigation  pending  on  or  after  the  stated  date,  the  retroactive  ap- 
plication of  the  Cohen  substitute  raises  issues  of  implementation  and  cost  to  the  de- 
posit insurance  funds. 

Retroactive  application  of  the  legislation  to  claims  and  lawsuits  pending  on  or 
after  the  date  of  enactment,  could  impose  additional  losses  on  the  deposit  insurance 
funds  and  necessitate  the  recalculation  of  distributions  from  open  receiverships. 
Since  the  amendment  would  permit  claims  or  defenses  that  were  barred  by  prior 
law,  it  would  impose  new  and  unanticipated  expenses  and  losses  on  receiverships. 
If  the  expenses  or  losses  prove  to  be  substantial  in  a  receivership,  the  distributions 
in  pre-depositor  preference  receiverships  must  be  recalculated  with  a  resulting  in- 
crease in  losses  both  to  other  innocent  creditors  and  to  the  deposit  insurance  funds. 
Because  the  F'DIC  cannot  realistically  take  back  dividends  already  advanced  to 
creditors,  the  full  amount  of  any  claims  and  additional  litigation  costs  most  likely 
will  be  borne  by  the  deposit  insurance  funds. 

Using  the  FDIC's  case  tracking  system,  we  have  identified  approximately  750 
cases  involving  D'Oench  and  section  1823(e)  issues  that  could  be  alfected  by  the  ret- 
roactive application  of  the  Cohen  substitute.  Because  we  received  the  new  language 
of  the  Cohen  substitute  only  within  the  last  several  days,  we  are  still  attempting 
to  determine  the  extent  of  additional  exposure  to  the  deposit  insurance  funds  and 
additional  litigation  costs.  We  will  forward  this  information  to  the  Committee  as 
soon  as  it  is  available. 

These  figures  do  not  include  "claims"  that  were  never  filed  or  that  were  denied 
based  upon  the  application  of  D'Oench  or  section  1823(e)  which  did  not  result  in  any 
litigation.  It  is  possible  that  some  courts  might  find  that  the  Cohen  substitute  would 
create  an  opportunity  for  claimants  to  file  new  claims  based  solely  on  this  new  pro- 
vision. It  is  our  understanding,  however,  that  this  is  not  Senator  Cohen's  intent. 
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Although  the  general  rule  in  the  Cohen  substitute  provides  important  safeguards 
to  insure  fairness  for  individuals  and  to  prevent  secret  agreements,  it  is  important 
to  note  that  it  does  not  require  that  the  agreement  be  recorded  in  the  institution's 
books  and  records  and  be  available  for  review  by  the  regulator  or  receiver.  The  rec- 
ordation requirement  of  the  current  law  reflects  clearly  the  difficult  balancing  of 
public  policy  interests  inherent  in  D'Oench  and  section  1823(e).  Some  would  argiae 
that  it  is  not  fair  to  hold  claimants  responsible  for  seeing  that  their  agreements  with 
an  institution  are  maintained  in  the  institution's  records  when  they  have  no  control 
over  the  records.  On  the  other  hand,  Congress  and  the  courts  to  date  have  deter- 
mined, on  balance,  that  it  is  more  important  to  a  safe  and  sound  financial  system 
to  require  that  an  agreement  be  refiected  in  an  institution's  records  for  the  benefit 
of  regulators  and  that  the  risk  of  loss  be  placed  on  the  party  in  the  best  position 
to  avoid  the  risk — the  claimant  dealing  with  the  institution.  The  Cohen  substitute 
alters  this  balance. 

Conclusion 

The  D'Oench  doctrine  and  section  1823(e)  serve  important  public  policy  interests 
in  the  supervision,  resolution,  and  liquidation  of  banks.  Application  of  these  legal 
principles  involves  a  balancing  of  the  public  interest  in  effective  banking  super- 
vision, resolution,  and  liquidation  with  the  public  interest  in  fairness  for  individuals. 
The  FDIC  has  taken  significant  steps  to  insure  that  the  D'Oench  doctrine  and  sec- 
tion 1823(e)  are  applied  appropriately  through  the  implementation  of  guidelines  de- 
signed to  ensure  consistency  and  careful  consideration  of  their  use.  In  addition, 
while  we  have  some  concerns  about  particular  provisions  of  S.  648  and  the  Cohen 
substitute,  we  appreciate  the  constructive  efforts  to  balance  the  competing  public  in- 
terests embodied  in  the  D'Oench  doctrine  and  will  continue  to  work  with  Congress 
on  these  important  issues. 

Mr.  Chairman,  this  concludes  my  testimony.  I  would  be  pleased  to  respond  to  any 
questions  that  the  Committee  might  have. 
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Attachment  A 

Brief  Summary  of  the  Development  of  the  D'Oench  Doctrine 

In  an  effort  to  protect  the  Federal  deposit  insurance  funds  and  the  innocent  de- 
positors and  creditors  of  insured  financial  institutions,  the  courts  fashioned  a  judge- 
made  rule  that  bars  a  party  who  fails  to  fully  document  or  record  an  agreement 
with  a  bank  from  relying  on  that  agreement  to  assert  a  claim  against  a  failed  bank, 
or  to  avoid  payment  of  a  debt  owed  to  the  bank.  The  courts  phrased  the  test  in 
terms  of  the  failure  to  fully  document  or  record  the  agreement  as  creating  an  ar- 
rangement that  would  tend  to  mislead  the  banking  authorities  because  the  arrange- 
ment would  be  secret. 

The  classic  case  is  a  borrower  who  signs  a  written  loan  agreement,  but  later 
claims  that  he  or  she  had  an  unwritten  promise  from  the  bank  that  repayment 
could  be  on  terms  difTerent  from  those  reflected  in  the  loan  file  or  deferred  com- 
pletely, or  that  the  bank  would  provide  some  additional  services  or  "sweetener"  not 
contained  in  the  loan  documents.  If  enforceable,  this  secret  agreement  could  render 
an  apparently  valuable  asset  worthless  or  create  hidden  liabilities  that  would  mis- 
lead regulators  and  the  receiver  in  their  efTorts  to  accurately  determine  the  value 
of  a  bank's  assets  and  liabilities. 

The  United  States  Supreme  Court  adopted  and  extended  these  principles  in 
D'Oench,  Duhme  &  Co.  v.  FDIC,  315  U.S.  447  (1942).  In  D'Oench,  the  FDIC  brought 
an  action  to  enforce  payment  of  a  promissory  note  which  it  had  acquired  from  a 
failed  institution.  As  a  defense  to  the  action,  the  borrower  claimed  that  it  was  not 
liable  because  the  notes  were  given  pursuant  to  an  undocumented  agreement  that 
the  notes  would  not  be  called  for  payment.  The  borrower  raised  the  secret  agree- 
ment and  failure  of  consideration  as  defenses  to  the  FDIC's  action.  The  United 
States  Supreme  Court  held  that  the  secret  agreement  could  not  be  a  defense  to  a 
suit  by  the  FDIC  because,  by  simply  entering  into  that  agreement,  the  borrower  fa- 
cilitated creation  of  a  transaction  that  could  mislead  the  banking  authorities.  The 
Court  refused  to  require  intent  to  defraud  by  the  borrower  or  claimant  because  the 
public  policy  purpose  of  requiring  records  in  the  bank's  files  would  not  be  served 
by  limiting  the  doctrine  only  to  those  cases. 

Enactment  of  Section  1823(e) 

Congress  first  enacted  section  1823(e)  in  1950.  Section  1823(e)  currently  imposes 
four  requirements  for  an  agreement  to  be  enforceable  against  the  bank  receiver: 

(1)  The  agreement  must  be  in  writing. 

(2)  The  agreement  must  be  executed  by  the  bank  and  any  person  claiming  under 
it  contemporaneously  with  the  acquisition  of  the  asset  by  the  bank,  which 
generally  means  the  closing  on  the  loan. 

(3)  The  agreement  must  be  approved  by  the  board  of  directors  or  loan  committee 
and  reflected  in  the  appropriate  minutes. 

(4)  The  agreement  must  be  continuously  an  official  record  of  the  bank. 

Effectively,  this  section  bars  any  claim  or  defense  to  an  agreement  with  the  bank 
that  is  based  on  facts  outside  the  documents  contained  in  the  institution's  files.  Like 
the  D'Oench  doctrine,  section  1823(e)  is  designed  to  protect  the  Federal  banking  reg- 
ulatory authorities  from  undocumented  agreements  that  impede  the  regulatory  au- 
thorities' ability  to  perform  their  congressionally  mandated  functions. 

Section  1823(e)  was  enacted  to  clarify  and  to  provide  the  public  with  notice  of  the 
requirements  for  enforceable  agreements.  In  particular,  while  D'Oench  and  later 
court  decisions  had  involved  debtors  who  had  lent  themselves  to  questionable  ar- 
rangements, there  was  uncertainty  as  to  the  enforceability  against  the  F'DIC  of 
"good  faith"  unrecorded  side  agreements.  In  fact,  the  final  version  of  section  1823(e) 
was  enacted  because  Congress  concluded  that  simply  limiting  the  statute  to  cases 
where  the  borrower  or  claimant  committed  fraud  would  not  serve  the  goal  of  insur- 
ing reliable  bank  examinations  and  immediate  availability  of  depositor  funds 
through  prompt  resolutions  of  failed  banks. 

The  congressional  debates  leading  to  the  enactment  of  section  1823(e)  mirror 
many  of  the  concerns  expressed  in  the  current  debate.  It  is  clear  that  the  statute 
was  intended  to  provide  the  F'DIC  with  additional  assurance  that  it  could  rely  on 
bank  records.  As  recently  as  1987,  Justice  Scalia,  speaking  for  a  unanimous  Su- 
preme Court,  stated  in  Langley  v.  FDIC,  484  U.S.  86  (1987): 

[0]ne  purpose  of  §  1823(e)  is  to  allow  Federal  and  State  bank  examiners  to  rely 
on  a  bank's  assets.  .   .   .  Neither  the  F'DIC  nor  State  banking  authorities  would 
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be  able  to  make  reliable  evaluations  if  bank  records  contained  seemingly  unquali- 
fied notes  that  are  in  fact  subject  to  undisclosed  conditions. 

A  second  purpose  of  §  1823(e)  is  implicit  in  its  requirement  that  the  "agreement" 
not  merely  be  on  file  in  the  bank's  records  at  the  time  of  an  examination,  but  also 
have  been  executed  and  become  a  bank  record  "contemporaneously"  with  the  mak- 
ing of  the  note  and  have  been  approved  by  officially  recorded  action  of  the  bank's 
board  or  loan  committee.  These  latter  requirements  ensure  mature  consideration 
of  unusual  loan  transactions  by  senior  bank  ofiicials,  and  prevent  fraudulent  in- 
sertion of  new  terms,  with  the  collusion  of  bank  employees,  when  a  bank  appears 
headed  for  failure. 

The  issue  of  whether  the  D'Oench  doctrine  and  section  1823(e)  should  be  limited 
solely  to  cases  of  fraudulent  schemes  was  apparently  first  brought  to  Congress'  at- 
tention by  Representative  Frances  E.  Walter,  a  Member  of  the  House  Judiciary 
Committee  in  1949.  One  of  Rep.  Walter's  constituents,  Mr.  Alker,  had  lost  a  case 
against  the  FDIC  on  the  ground  that  D'Oench  prevented  use  of  certain  oral  agree- 
ments, even  though  he  claimed  that  he  had  not  participated  in  any  deceptive 
scheme  or  arrangement. 

Rep.  Walter  introduced  a  bill  that,  in  addition  to  amending  certain  provisions  of 
the  criminal  code,  would  have  subjected  the  FDIC  as  receiver  for  a  failed  bank  to 
any  defense  that  could  have  been  raised  against  the  open  bank,  unless  the  borrower 
or  claimant  committed  actual  fraud.  The  bill  would  have  been  retroactive  to  1933 
and,  hence,  to  Mr.  Alker's  case. 

Hearings  on  the  bill  were  held  on  August  10,  1949,  and  on  June  12,  1950.  The 
FDIC  opposed  the  bill  because  it  "would  encourage  secret  agreements  between  a 
bank  and  its  debtors,  which  conceivably  might  be  short  of  actual  fraud,  to  the  det- 
riment not  only  of  [the  FDIC],  but  also  of  general  creditors  and  uninsured  deposi- 
tors." The  FDIC  explained  that  insured  banks: 

are  examined  by  governmental  authorities  which  in  turn  publish  reports  and  sta- 
tistics concerning  their  condition.  All  of  such  reports  are  intended  to  be  and  are 
relied  upon  by  the  public  generally.  This  reliance  of  necessity  is  based  upon  what 
records  of  the  bank  disclose  and  the  public  invests  or  deposits  its  money  accord- 
ingly. Even  the  most  fundamental  principles  of  honesty,  aside  from  any  technical 
rules  governing  distribution  of  property  of  an  insolvent  bank,  require  that  these 
creditors  be  protected  against  any  arrangements,  understandings,  or  agreements 
which  are  not  disclosed  in  the  records  of  the  banks  and,  therefore,  would  not  be 
reflected  in  these  reports. 

The  bill  was  also  opposed  by  the  Departments  of  Justice  and  Treasury,  the  Fed- 
eral Reserve  Board,  and  the  National  Association  of  Supervisors  of  State  Banks. 

Other  witnesses  and  Members  of  the  Committee  repeatedly  expressed  similar  con- 
cerns about  the  bill  and  stressed  the  importance  of  the  FDIC's  aoility  to  rely  on  the 
written  records  of  the  bank  as  well  as  the  minimal  burden  a  writing  requirement 
would  have  on  banks  and  their  customers.  One  bank  president  testified: 

[T]he  bank  examiner  is  a  representative  of  the  public,  and  he  has  a  right  to  rely 
on  [the  note],  and  I  do  not  care  whether  he  is  an  examiner  for  the  FDIC,  whether 
he  is  an  examiner  for  the  Comptroller's  Office,  or  whether  he  is  an  examiner  for 
one  of  the  State  Departments,  Ido  not  care  who  he  is  representing,  he  is  still  rep- 
resenting the  American  public  and  he  has  a  right  to  know  that  within  the  four 
corners  of  the  note  tnat  is  all  there  is,  that  there  is  no  more. 

Rep.  Walter's  bill  never  left  the  Judiciary  Committee. 

On  June  20,  1950,  one  week  after  the  second  of  the  hearings  on  H.R.  5811,  the 
House  Banking  and  Currency  Committee  held  hearings  on  S.  2822,  which  was  to 
become  the  FDI  Act.  Although  S.  2822  as  introduced  contained  no  provision  concern- 
ing the  protection  of  the  P"'DTC  against  unrecorded  agreement.  Rep.  Multer,  referring 
to  the  recent  Judiciary  Committee  hearings,  raised  the  issue  in  a  question  to  FDIC 
Director  Cook: 

Mr.  MULTER:  There  has  been  considerable  litigation  through  the  years  during 
the  existence  of  the  Corporation  in  which  contentions  have  been  made  that  agree- 
ments between  the  banks  and  debtors  have  not  been  lived  up  to  after  the  banks 
were  closed  down  and  that  the  FDIC,  in  collecting  the  assets  of  the  bank,  was 
put  in  a  more  favorable  position  than  the  bank  itself  would  have  been  and  that 
the  FDIC  could  ignore  the  agreements  with  the  debtors.  I  think  some  legislation 
has  been  introduced  in  a  hearing  held  before  another  Committee  of  the  House  on 
the  subject.  Can  you  tell  us  brielTy  whether  or  not  there  is  any  objection  to  putting 
into  this  proposed  law  an  amendment  to  require  the  FDIC  to  comply  with  any 
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such  agreements  that  have  been  made  in  good  faith  and  which  are  properly  re- 
corded oetween  the  debtors  and  the  banks  closed  up,  taken  over,  or  merged? 

Mr.  CoOK:  I  think  that  statement  of  yours  covered  the  ground  entirely — where 
you  are  properly  supported  by  such  agreements  and  not  dependent  upon  oral 
agreements  that  have  no  binding  effect.  If  the  bars  are  once  let  down  on  that, 
there  would  not  be  a  safe  bank  in  the  United  States  today,  because  anybody  could 
claim  so-and-so  had  happened  and  there  would  be  no  evidence  to  support  it.  .   .   . 

Mr.  MULTER:  I  think  the  policy  of  your  bank  is  to  honor  any  sucn  bona  fide 
agreement. 

Mr.  Cook:  We  never  back  away  from  a  bona  fide  agreement  and  when  the 
record  is  clear  we  inherit  that  obligation  and  stand  by  it.  We  cannot  be  bound 
when  there  is  no  record. 

The  bill  that  the  Banking  Conimittee  reported  to  the  House  contained  the  provi- 
sion that  has  become  section  1823(e).  The  provision  went  beyond  the  ideas  expressed 
in  the  Judiciary  Committee  hearings  by  opponents  of  Rep.  Walter's  bill  and  required 
more  than  merely  a  writing  to  support  variations  from  the  text  of  written  obliga- 
tions. It  also  required  that  such  side  agreements  be  executed  by  the  bank  and  the 
debtor  simultaneously  with  the  execution  of  the  note,  that  it  have  been  continuously 
an  official  record  of  the  bank,  and  that  official  minutes  show  that  it  was  approved 
by  the  bank's  board  of  directors  or  loan  committee.  With  one  minor  change  in  lan- 
guage, the  Committee  provision  became  law. 

As  finally  enacted,  section  1823(e)  strikes  a  careful  balance  between  protection  of 
borrowers  and  protection  of  depositors  and  bank  creditors  nation-wide.  On  the  one 
hand,  it  precisely  delineates  the  means  by  which  borrowers  can  protect  themselves; 
on  the  other  hand,  it  enables  the  FDIC  to  rely  on  the  bank's  records  when  assessing 
the  true  condition  of  FDIC-insured  banks  and  when  collecting  on  obligations  owing 
to  a  failed  bank. 


59 


rDIC 


Federal  Deposit  Insurance  Corporation 

Washingion.  DC  20429 Division  ol  Deoosilor  and  Assel  Sen/ices 

To:  &*glonal  Dlraotora 

Ragional  Counsal 
Assoclat*  Director  -  COMB 

rroa:  John  T.    Bovanii 

Dlractor 
Division  of  Depositor  and  Xssat  Services 

Thoaas  A.  Rose 

Deputy  General  Counsel 

Subject:       Guidelines  for  Use  of  D*Oench  and  Section  1823(e) 


1.  Purpose.   To  set  forth  guidelines  for  the  use  of  the  D'Oench 
doctrine  and  12  U.S.C.  §  1823(e). 

2.  Scope.   This  directive  applies  to  all  Service  Centers  and 
Consolidated  Offices,  to  all  future  Servicers  and,  to  the  extent 
feasible,  to  all  current  Servicers. 

3.  Responsibility.   It  is  the  responsibility  of  the  Regional 
Directors,  Associate  Director  -  COMB,  and  Regional  Counsel  to 
ensure  compliance  with  this  Directive  by  all  personnel  in  their 
respective  service  centers. 

4.  Background. 

a.  D'Oench  Doctrine 

In  an  effort  to  protect  the  federal  deposit  insurance  funds 
and  the  innocent  depositors  and  creditors  of  insured  financial 
institutions,  the  Supreme  Court  in  the  case  of  D^Oench.  Duhme  & 
Co.  V.  FDIC.  315  U.S.  447  (1942)  adopted  what  is  commonly  known 
as  the  D^Oench  doctrine.   This  legal  doctrine  provides  that  a 
party  who  lends  himself  or  herself  to  a  scheme  or  arrangement 
that  would  tend  to  mislead  the  banking  authorities  cannot  assert 
defenses  and/or  claims  based  on  that  scheme  or  arrangement. 

b.  Section  1823(e) 

In  1950,  Congress  supplemented  the  D'Oench  doctrine  with  12 
U.S.C.  §  1823(e)  which  bars  any  agreement  which  "tends  to 
diminish  or  defeat  the  interest  of  the  [FDIC]  in  any  asset" 
unless  the  agreement  satisfies  all  four  of  the  following 
requirements:   (1)  it  is  in  writing;  (2)  it  was  executed  by  the 
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depository  institution  and  any  person  claiming  an  adverse 
interest  under  the  agreement  contemporaneously  with  the 
acquisition  of  the  asset;  (3)  it  was  approved  by  the  board  of 
directors  of  the  institution  or  its  loan  committee  as  reflected 
in  the  minutes  of  the  board  or  committee;  and  (4)  it  has  been 
continuously  an  official  record  of  the  institution. 

In  FIRREA  Congress  extended  the  coverage  of  section  1823(e) 
to  claims  against  the  receiver  or  the  Corporation. 
12  U.S.C.  §  1821(d) (9) (A) . 

c.    Policy  ConsidTations 

The  D'Oench  doctrine  and  section  1823(e)  embody  a  public 
policy  designed  to  protect  diligent  creditors  and  innocent 
depositors  from  bearing  the  losses  that  would  result  if  claims 
and  defenses  based  on  undocumented  agreements  could  be  enforced 
against  a  failed  bank.   The  requirement  that  any  arrangement  or 
agreement  with  a  failed  bank  must  be  in  writing  allows  banking 
regulators  to  conduct  effective  evaluations  of  open  banks  and  the 
FDIC  to  accurately  and  quickly  complete  resolution  transactions 
for  failed  banks.   This  requirement  also  places  the  burden  of  any 
losses  from  an  undocximented  or  "secret"  arrangement  or  agreement 
on  the  parties  to  the  transaction,  who  are  in  the  best  position 
to  prevent  any  loss. 

Although  the  D'Oench  doctrine  and  section  1823(e)  generally 
promote  essential  pviblic  policy  goals,  overly  aggressive 
application  of  the  specific  requirements  of  these  legal  doctrines 
could  lead  to  inequitable  and  inconsistent  results  in  particular 
cases.   In  order  to  cimeliorate  this  possibility,  the  FDIC  has 
undertaken  development  of  these  guidelines  and  procedures  to 
promote  the  exercise  of  sound  discretion  in  the  application  of 
D^Oench  and  section  1823(e). 


5.   Quidelines. 

These  guidelines  are  intended  to  aid  in  the  review  of 
matters  where  the  assertion  of  D'Oench  and/or  section  1823(e)  is 
being  considered.   Tb*  •xaaplas  given  arc  intended  to  give  clear 
direction  as  to  when  D*Oench  and  seotion  1823(e)  issues  must  be 
referred  to  Washington  pursuant  to  the  procedures  discussed  belov 
in  Section  6.   In  particular,  if  the  use  of  D'Oench  or  1823(e)  is 
proposed  in  a  DAS  -  Operations  matter  vithin  the  categories  set 
forth  below,  the  matter  and  recommendation  must  be  referred  to 
the  Associate  Director  -  Operations  for  approval  through  the 
procedures  contained  in  Seotion  6. 

In  the  great  majority  of  cases,  however,  it  is  anticipated 
that  no  resort  to  Washington  should  be  necessary.   It  is  only  in 
the  categories  of  cases  highlighted  in  the  guidelines  that 
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Washington  approval  must  be  obtained. 

a.    Pre-cloainq  Vendora 

D'Oench  and  section  1823(e)  shall  not  be  used  as  a  defense 
against  claims  by  vendors  who  have  supplied  goods  and/or  services 
to  the  failed  institution  pre-closing  when  there  is  clear 
evidence  that  the  goods/services  were  received.   In  such  cases, 
D'Oench  and  section  1823(e)  shall  not  be  asserted  whether  or  not 
there  are  written  records  in  the  bank's  files  confirming  a 
contract  for  the  goods  and/or  services. 

This  does  not  mean  that  D'Oench  and  section  1823(e)  may 
never  be  asserted  against  a  vendor,  but  only  that  each  claim  must 
be  examined  carefully  on  its  facts.   When  there  is  no  evidence 
that  goods  or  services  were  received  by  the  failed  bank  or  in 
other  appropriate  circumstances,  the  defenses  Bay  be  assertad 
after  approval  by  Washington. 

Examples  Requiring  Washington  Approval : 

1.  Landscaping  service  filed  claim  for  planting  trees 
around  the  institution's  parking  lot.   There  is  no 
contract  for  planting  trees  in  the  books  and  records  of 
the  institution,  but  there  are  trees  around  the  parking 
lot  and  no  record  of  any  payment.   In  this  example, 
Washington  approval  aust  be  obtained  before  asserting 
D'Oench  or  section  1823(e). 

2 .  A  contingency  fee  attorney  is  uneible  to  produce  any 
contingency  fee  agreement,  but  there  is  evidence  in  the 
files  that  this  attorney  has  been  paid  for  his 
collection  work  for  the  past  20  years  and  his  name 
appears  on  the  court  records  for  collection  matters  for 
which  he  has  not  been  paid.   In  this  example  also, 
Washington  approval  must  be  obtained  before  asserting 
D'Oench  or  section  1823(e). 

3 .  Contractor  had  construction  contract  with  bank  to 
renovate  an  ORE  property.   At  the  time  the  bank  failed, 
the  contractor  had  completed  90%  of  the  contract  and 
was  owed  about  50%  of  the  contract  price.   The 
Construction  company  filed  a  claim  which  was  denied  on 
the  ground  that  the  contract  was  not  enforceable 
against  the  FDIC  because  it  had  not  been  approved  by 
the  bank's  board  of  directors  or  loan  committee.   Here 
too,  Washington  approval  must  be  obtained  before 
asserting  D'Oench  or  section  1823(e). 
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b.    Diligent  Party 

D'Oench  and  section  1823(e)  may  not  be  asserted  without 
Washington  approval  where  the  borrower  or  claimant  took  all 
reasonable  steps  to  doc\iment  and  record  the  agreement  or 
understanding  with  the  banX  and  there  is  no  evidence  that  the 
borrower  or  claimant  participated  in  some  activity  that  could 
likely  result  in  deception  of  banking  regulators,  exauniners,  or 
the  FDIC  regarding  the  assets  or  liaibilities  of  the  bank.   In 
particular,  Washington  approval  is  required  before  D^Oench  or 
section  1823(e)  may  be  asserted  where  the  agreement  is  not 
contained  in  the  bank's  records,  but  where  the  borrower  or 
claimant  can  estciblish  by  clear  and  convincing  evidence  that  the 
agreement  was  properly  executed  by  the  depository  institution 
through  an  officer  authorized  by  the  board  of  directors  to 
execute  such  agreements,  as  reflected  in  the  minutes  of  the 
board.   Cases  involving  "insiders"  of  the  depository  institution 
require  particularly  careful  review  because  of  the  greater 
opportunities  of  such  parties  to  manipulate  the  inclusion  of 
"agreements"  within  the  bank's  records. 

Further,  where  it  is  clear  that  a  borrower  or  claimant  has 
been  diligent  in  insisting  on  a  written  document  in  an  apparently 
arms-length  transaction,  and  had  no  control  over  the  section 
1823(e)  requirement  that  the  transaction  be  reflected  in  the 
Board  of  Directors'  or  Loan  Committee  minutes,  assertion  of  a 
section  1823(e)  defense  solely  because  the  transaction  is  not 
reflected  in  those  minutes  may  not  be  appropriate.   In  such 
cases,  Washington  approval  must  b«  obtained  before  asserting 
D'Oench  or  section  1823(e). 

Examples  Requiring  Washington  Approval: 

1.  Plaintiff  sold  a  large  parcel  of  land  to  the  borrower 
of  the  failed  bank  and  the  property  description  in  the 
failed  bank's  E>eed  of  Trust  mistakenly  included  both 
the  parcel  intended  to  be  sold  and  a  parcel  of  property 
not  included  in  the  sale.   Prior  to  the  appointment  of 
the  receiver,  the  bank  agreed  orally  to  amend  the  Deed 
of  Trust,  and  indeed  sent  a  letter  to  the  title  company 
asking  for  the  amendment.   However,  there  was  nothing 
in  the  books  and  records  of  the  institution  to  indicate 
the  mistake.   The  bank  failed  and  the  Deed  of  Trust  had 
never  been  amended.   The  borrower  defaulted  and  the 
FDIC  attempted  to  foreclose  on  both  parcels.   In  thi« 
example,  Washington  approval  must  be  obtained  before 
asserting  D'Oench  or  section  1823(e). 

2.  A  limited  partnership  applied  for  refinancing.   A 
commitment  letter  was  issued  by  the  bank  to  fund  a  non- 
recourse permanent  loan  which  required  additional 
security  of  $  1  million  from  a  non-partner.   The  Board 
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of  Directors  minutes  reflect  that  approval  was  for  a 
nonrecourse  loan,  however,  the  final  loan  documents, 
including  the  note,  did  not  contain  the  nonrecourse 
provisions.   The  banJc  failed,  the  partnership  defaulted 
and  it  was  determined  that  the  collateral  plus  the 
additional  collateral  was  approximately  $  3  million 
less  than  the  balance  of  the  loan.   In  a  suit  by  th« 
roiC  for  the  daficiancy,  Washington  approval  must  b« 
obtained  before  assarting  D^Oench  or  section  1823(e). 

3.    A  borrower  completes  payment  on  a  loan,  and  he  has 

cancelled  chec)cs  evidencing  that  his  loan  has  been  paid 
off.   The  banJc's  records,  however,  do  not  doc\iment  that 
the  final  payment  has  been  tendered.   The  bank  fails 
and  the  FDIC  seeks  to  enforce  the  note.   Washington 
approval  aust  be  obtained  before  assarting  D'Oench  or 
section  1823 (e) . 

However,  if  it  is  clear  that  the  borrower  or  claimant 
participated  in  some  fraudulent  or  other  activity  which  could 
have  resulted  in  deception  of  banking  regulators  or  exeiminers, 
then  D'Oench  and/or  section  1823(e)  may  be  asserted  without  prior 
approval  from  Washington. 

Exeunples  Not  Requiring  Washington  Approval: 

1.  Borrower  signed  a  note  with  several  blanks  including 
the  amount  of  the  loan.   Bank  officer  filled  in  the 
aimount  of  the  loan  as  $  4  0,000.   Bank  failed,  loan  was 
in  default,  the  FDIC  sued  to  collect  $  40,000  and  the 
borrower  claimed  that  he  only  borrowed  $  20,000.   There 
was  nothing  in  the  bank's  books  and  records  to  indicate 
the  $  20,000  eimount,  and,  in  fact,  the  bank's  books  and 
records  evidenced  disbursement  of  $40,000.   D'Oench  and 
section  1823(e)  may  be  asserted. 

2.  Guarantor,  an  officer  of  the  borrower  corporation, 
signed  a  guaranty  for  the  entire  amount  of  a  loan  to 
the  corporation.   At  the  time  of  the  bank's  failure, 
the  loan  was  in  default  and  the  corporation  was  in 
Chapter  7  banlcruptcy.   FDIC  filed  suit  against  the 
guarantor  for  the  entire  eunount  of  the  loan.   The 
guarantor  claimed  that  he  had  an  agreement  with  the 
bank  that  he  was  only  liable  for  the  first  $  25,000. 
There  was  no  record  in  the  bank's  files  of  such  an 
agreement.  Again,  D'Oench  and  section  1823(e)  may  be 
asserted. 

Where  the  specific  facts  of  a  case  raise  any  question  as  to 
whether  D'Oench  or  section  1823(e)  should  be  asserted,  Washington 
approval  must  be  obtained  before  asserting  D^Oench  or  section 
1823(e) . 
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c.    Integral  Docuaant 

If  there  are  documents  in  the  books  and  records  of  the 
institution  which  indicate  an  agreement  under  the  terms  asserted 
by  the  claimant  or  borrower,  the  use  of  D'Oench  and  section 
1823(e)  must  be  carefully  evaluated.   Particular  care  must  be 
taken  before  challenging  a  claim  or  defense  solely  because  it 
fails  to  comply  with  the  1823(e)  requirement  that  the  agreement 
be  reflected  in  the  minutes  of  the  Board  of  Directors  or  Loan 
Committee.   While  any  number  of  cases  have  held  that  the  terms  of 
the  agreement  must  be  ascertainable  on  the  face  of  the  document, 
in  some  circumstances  it  may  be  appropriate  to  consider  all  of 
the  failed  bank's  books  and  records  in  determining  the  agreement, 
not  just  an  individual  document.  Whara  tha  racords  of  tha  Bank 
provida  satisfactory  avidanoa  of  an  agraaaant,  Washington 
approval  must  ba  obtainad  bafora  assarting  D'Oench  or  section 
1823(a) . 

Examples  Requiring  Washington  Approval: 

1.  Note  in  failed  bank's  file  was  for  one  year  term  on  its 
face.   However,  the  loan  application,  which  was  in  the 
loan  file,  was  for  five  years  renewable  at  one  year 
intervals.   The  borrower  also  produced  a  letter  from  a 
bank  officer  confirming  that  the  loan  would  be  renewed 
on  a  sixty  month  basis  with  a  series  of  one  year  notes. 
In  this  axaapla,  Washington  approval  must  ba  obtainad 
bafora  asserting  D'Oanch  or  section  1823(a). 

2 .  Debtor  executed  two  notes  with  the  proviso  that  there 
would  be  no  personal  liability  to  the  debtor  beyond  the 
collateral  pledged.   When  the  notes  became  due  they 
were  rolled  over  and  consolidated  into  one  note  which 
recited  that  it  was  a  renewal  and  extension  of  the 
original  notes  but  did  not  contain  the  express 
disclaimer  of  personal  liability.   All  three  notes  were 
contained  together  in  one  loan  file.   Here,  all  of  the 
notes  should  be  considered  as  part  of  the  bank's 
records.   In  this  example  also,  Washington  approval 
Bust  be  obtained  bafora  assarting  D'Oench  or  section 
1823(a) . 

d.    Mo  Asset/Transactions  Mot  Recorded  in  Ordinary  Course 
of  Business 

The  use  of  D'Oench  and  section  1823(e)  should  be  limited  in 
most  circumstances  to  loan  transactions  and  other  similar 
financial  transactions,  to  matters  involving  specific  currant  or 
former  assets,  or  to  transactions  designed  to  acquire  or  create 
an  asset.   The  application  of  D'Oench  should  be  carefully 
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considered  before  it  is  asserted  in  opposition  to  a  tort  claim, 
such  as  negligence,  misrepresentation   or  tortious  interference 
with  business  relationships,  where  the  claim  is  unrelated  to  a 
loan  or  similar  transaction  or  to  a  transaction  creating  or 
designed  to  create  an  asset.   Washington  approval  must  b« 
obtained  bafor*  asserting  P'Oench  or  section  1823(e)  in  such 
cases. 

Examples  Requiring  Washington  Approval: 

1.  Three  years  before  failure  the  bank  sold  one  of  its 
subsidiaries.   The  bank  warranted  that  the  subsidiary 
had  been  in  "continuous  and  uninterrupted  status  of 
good  standing"  through  the  date  of  sale.   The  buyer  in 
turn  attempted  to  sell  the  subsidiary  and  discovered 
that  the  subsidiary's  charter  had  been  briefly 
forfeited.   The  prospective  buyer  refused  to  go  through 
with  the  sale  and  the  original  buyer  sued  the 
institution  for  breach  of  warranty.   FDIC  is  appointed 
receiver.   This  transaction  does  not  involve  a  lending 
or  other  banking  financial  relationship  between  the 
bank  and  the  buyer.   In  addition,  the  subsidiary  was 
not  an  asset  or  on  the  books  of  the  institution  at  the 
time  of  the  receivership.   In  this  ezaaple,  Washington 
approval  must  be  obtained  before  asserting  D^Oench  or 
section  1823(e). 

2.  In  the  case  described  above  in  the  diligent  party 
section,  where  the  property  description  in  the  failed 
bank's  Deed  of  Trust  mistakenly  included  a  parcel  not 
included  in  the  sale,  the  parcel  at  issue  was  not  an 
actual  asset  of  the  failed  bank  and  the  assertion  of 
D'Oench  would  not  be  appropriate.   Here  too,  Washington 
approval  Bust  be  obtained  before  asserting  D^Oench  or 
section  1823(e) . 

However,  if  a  claim  arises  out  of  an  asset  which  was 
involved  in  a  normal  banking  transaction,  such  as  a  loan,  D'Oench 
and  section  1823(e)  would  be  properly  asserted  against  such  a 
claim  despite  the  fact  that  the  asset  no  longer  exists.   For 
excunple,  collection  on  the  asset  does  not  preclude  the  use  of 
D'Oench  and  section  1823(e)  in  response  to  claims  by  the  former 
debtor  related  to  the  transaction  creating  the  asset. 

Example  Not  Requiring  Washington  Approval: 

1.    A  borrower  obtained  a  loan  from  a  bank,  secured  by 

inventory  and  with  an  agreement  that  allowed  the  bank 
to  audit  the  business.   The  business  failed,  the  bank 
sold  the  remaining  inventory,  and  applied  the  proceeds 
of  the  sale  to  the  business 's  debt.    Borrower  sued  the 
bank  for  breach  of  oral  agreements,  breach  of  fiduciary 


66 


duty,  and  negligence  in  performance  of  audits  of  the 
business.   Borrower  then  paid  off  remaining  cimount  of 
loan  and  continued  the  lawsuit.   The  banJc  subsequently 
failed.   Despite  borrower's  argument  that  there  was  no 
asset  involved  since  the  debt  had  been  paid,  assertion 
of  D'Oench  would  be  appropriate. 

To  permit  the  borrower  to  proceed  with  the  litigation 
after  the  loan  is  repaid,  where  that  litigation  would 
have  been  barred  by  D'Oench  prior  to  the  payoff,  would 
be  contrary  to  the  public  policy  permitting  regulators 
to  ignore  unknown  and  unrecorded  agreements. 

•.    Bilateral  Obligations 

The  facts  must  be  examined  closely  in  matters  where  the 
agreement  which  the  FDIC  is  attempting  to  enforce  contains 
obligations  on  both  the  borrower  or  claimant  and  the  failed  bank 
and  the  borrower  or  claimant  is  asserting  that  the  bank  breached 
the  agreement.   If  the  failed  bank's  obligation  is  clear  on  the 
face  of  the  agreement  and  there  are  documents  supporting  the 
claimed  breach  vhich  are  outside  the  books  and  records  of  the 
institution,  Washington  approval  must  be  obtained  before 
asserting  D'Oench  or  section  1823(e). 

f .    Statutory  Defenses 

The  appropriateness  of  using  D'Oench  and  section  1823(e)  to 
coxinter  statutory  defenses  should  be  evaluated  on  a  case  by  case 
basis.   Although  many  such  defenses  may  be  based  on  an  agreement 
that  is  not  fully  reflected  in  the  books  and  records  of  the 
institution,  a  careful  analysis  should  be  made  before  asserting 
D'Oench  or  section  1823(e).   In  such  cases,  Washington  approval 
must  be  obtained  before  asserting  D'Oench  or  section  1823(e). 

The  clearest  examples  of  situations  where  assertion  of 
D'Oench  or  section  1823(e)  may  be  appropriate  occur  where  the 
opposing  party  is  relying  on  a  statutory  defense  based  upon  some 
misrepresentation  or  omission  by  the  failed  bank.   Examples  of 
this  type  of  statute  are  unfair  trade  practice  statutes. 

On  the  other  hand,  application  of  D'Oench  or  section  1823(e) 
may  not  be  appropriate  to  oppose  claims  based  on  mechanics  lien 
statutes  or  statutes  granting  other  recorded  property  rights. 
The  fact  that  all  elements  of  those  liens  may  not  be  reflected  in 
the  books  and  records  of  the  institution  should  not  control  the 
application  of  D'Oench  or  section  1823(e). 

In  analyzing  the  propriety  of  asserting  the  D'Oench  doctrine 
or  section  1823(e),  at  least  the  following  two  general  factors 
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should  be  considered  in  preparation  for  seeking  approval  from 
Washington: 

*  To  what  extent  is  the  purpose  of  the  statute 
regulatory,  rather  than  remedial?   If  the  statute 
simply  imposes  regulatory  or  mandatory  requirements  for 
a  transaction,  such  as  a  filing  requirement  or  maximum 
fee  for  services,  assertion  of  D'Oench  and/or  section 
1823(e)  is  unlikely  to  be  successful. 

*  To  what  extent  is  the  application  of  the  statute 
premised  upon  facts  that  are  not  reflected  in  the  books 
and  records  of  the  bank?   If  the  state  statute  requires 
the  existence  and/or  maintenance  of  certain  facts,  but 
those  facts  are  not  recorded  in  the  bank's  records, 
then  D'Oench  and/or  section  1823(e)  may  be  appliccible. 

*  To  what  extent  do  the  facts  involve  circumstances  where 
the  opposing  party  failed  to  take  reasonable  steps  to 
document  some  necessary  requirement  or  participated  in 
some  scheme  or  arrangement  that  would  tend  to  mislead 
the  banking  authorities. 

Examples  Requiring  Washington  Approval: 

1.  A  priority  dispute  arose  involving  a  mechanic's  lien 
against  property  on  which  the  FDIC  was  attempting  to 
foreclose.   An  attempt  to  persuade  a  court  that  the 
mechanic's  lien  was  a  form  of  secret  agreement  under 
D'Oench.  which,  if  given  priority  over  the  interests  of 
the  FDIC,  would  tend  to  diminish  or  defeat  the  value  of 
the  asset  may  not  be  appropriate.   In  this  ezampla, 
Washington  approval  must  b«  obtained  b«for«  asserting 
D'Oench  or  section  1823(e). 

2.  State  law  required  insurance  companies  doing  business 
in  the  state  to  deposit  funds  with  the  Commissioner  of 
Insurance.  Further,  the  law  provided  that  the  deposit 
could  not  be  levied  upon  by  creditors  or  claimants  of 
the  insurance  company.   An  insurance  company  purchased 
a  certificate  of  deposit  from  a  bank  and  assigned  it  to 
the  Commissioner.   At  the  same  time  a  document  was 
executed  entitled  "Requisition  to  the  Bank"  which 
stated  that  the  bank  would  not  release  the  CD  funds 
without  authorization  of  the  Commissioner. 
Subsequently  the  insurance  company  borrowed  money  from 
the  bank.   When  the  loan  went  into  default,  the  bank 
did  not  roll  the  CD  over,  but  rather  credited  the 
proceeds  to  the  loan  account.    The  bank  then  failed 
and  the  Commissioner  filed  a  proof  of  claim  with  the 
FDIC  seeking  payment  on  the  CD.   The  FDIC  may  not 
defend  the  suit  by  claiming  that  the  assignment 
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documents  did  not  meet  the  requirements  of  section 
1823(e).   In  tbis  Axampl*,  Washington  approval  must  b« 
obtained  b«£or«  assarting  D^Oench  or  saction  1823 (a) . 

The  FDIC  is  attempting  to  collect  on  a  note  which  the 
failed  bank  acquired  from  a  mortgage  broker.   The  note 
is  at  a  15%  interest  rate  and  the  mortgage  broker 
charged  six  and  one  half  points.   State  law  provides 
that  interest  shall  be  no  more  than  13%  and  that  no 
more  than  one  point  may  be  charged.   The  FDIC  may  not 
defend  the  borrower's  counterclaim  of  a  usurious  loan 
by  asserting  D'Oench  or  1823(e).   Hara  too,  Washington 
approval  must  ba  obtainad  bafora  assarting  D'Oench  or 
saction  1823(a). 


g.    Section  1823(e)  ConteMporaneous  Requireaent 

This  requirement  of  section  1823(e)  may  not  be  asserted  to 
invalidate  a  good  faith  workout  or  loan  modification  agreement 
where  the  sole  issue  is  whether  the  contemporaneous  requirement 
of  section  1823(e)  is  met.   Where  there  is  an  agreement  which 
otherwise  satisfies  the  remaining  requirements  of  the  statute, 
but  was  not  executed  contemporaneously  with  the  acquisition  of 
the  asset,  in  most  circumstances  section  1823(e)  should  not  be 
asserted.   This  applies  only  to  workouts  or  loan  modifications 
done  by  the  failed  bank  prior  to  receivership.   The  assertion  of 
the  section  1823(e)  contemporaneous  requirement  should  be 
considered  principally  where  the  facts  demonstrate  that  the 
workout  or  restructure  was  entered  into  in  bad  faith  and  in 
anticipation  of  bank  failure. 

Washington  approval  must  ba  obtainad  before  asserting  D'Oench  or 
section  1823(e)  in  these  cases. 


Procedures  To  Obtain  Washington  Approval. 

DX8  Operations:   When  facts  involving  the  possible  assertion 
of  D'Oench  and  section  1823(e)  arise,  Legal  should  be 
consulted.   When  the  assertion  of  D'Oench  or  section  1823(e) 
requires  Washington  approval,  as  outlined  above,  prior 
approval  must  be  received  from  the  Associate  Director  - 
Operations  in  Washington  in  all  such  cases.   Such  approval 
must  be  obtained  by  preparation  of  a  memorandum  identifying 
the  facts  of  the  case  forwarded  through  Legal  Division 
procedures  to  the  Associate  Director  -  Operations. 

DAS  Asset  Disposition:   When  facts  involving  the  possible 
assertion  of  D'Oench  and  section  1823(e)  arise,  Legal  should 
be  consulted.   When  the  assertion  of  D'Oench  or  section 
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1823(e)  requires  Washington  approval,  as  outlined  above. 
Legal  Division  procedures  should  be  followed  for  referral  to 
Washington.   Washington  Legal  will  consult  with  Washington 
DAS  where  appropriate. 

DAfl  COMB:   When  facts  involving  the  possible  assertion  of 
D'Oench  and  section  1823(e)  arise.  Legal  should  be 
consulted.   When  the  assertion  of  D'Oench  or  section  1823(e) 
requires  Washington  approval,  as  outlined  above,    Legal 
Division  procedures  should  be  followed  for  referral  to 
Washington.   Washington  Legal  will  consult  with  the  Managing 
Director  -  COMB. 

L«gal:   Each  attorney  must  carefully  review  the  facts  of 
each  instance  where  the  assertion  of  D'Oench  or  section 
1823(e)  is  being  considered  under  revised  Litigation 
Procedure  3  ("LP  3") .   All  cases  requiring  consultation  or 
approval  within  these  Guidelines  and/or  LP3  must  be  referred 
to  Washington  pursuant  to  LP3  procedures. 


These  Guidelines  are  intended  only  to  improve  the  FDIC's 
review  and  management  of  utilization  of  D'Oench  and  section 
1823(e).   The  Guidelines  do  not  create  any  right  or  benefit, 
siibstantive  or  procedural,  that  is  enforceaible  at  law,  in 
equity,  or  otherwise  by  any  party  against  the  FDIC,  its 
officers,  employees,  or  agents,  or  any  other  person.   The 
Guidelines  shall  not  be  construed  to  create  any  right  to 
judicial  review,  settlement,  or  any  other  right  involving 
compliance  with  its  terms. 
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PREPARED  STATEMENT  OF  MARK  P.  HILEMAN 

Assistant  General  Counsel,  Litigation, 
Resolution  Trust  Corporation,  Washington,  DC 

June  14,  1995 

Mr.  Chairman  and  Members  of  the  Committee,  my  name  is  Mark  P.  Hileman,  and 
I  am  Assistant  General  Counsel  for  Litigation  for  the  Resolution  Trust  Corporation 
(RTC).  With  me  is  James  R.  Wigand,  RTC  Assistant  Vice  President,  Department  of 
Operations  and  Asset  Management.  We  appreciate  the  opportunity  to  present  testi- 
mony on  behalf  of  the  RTC  regarding  S.  648,  the  "D'Oench  Duhme  Reform  Act." 

Under  the  D'Oench  Duhme  doctrine,  and  its  statutory  counterpart,  12  U.S.C. 
§  1823(e),  the  RTC  is  not  subject  to  claims  and  defenses  premised  upon  agreements 
allegedly  made  with  a  failed  financial  institution  that  are  not  properly  recorded  in 
the  institution's  official  books  and  records.  D'Oench  and  §  1823(e)  have  provided  an 
important  safeguard  for  taxpayer  funds.  Without  them,  the  cost  of  the  savings  and 
loan  cleanup  would  have  been  significantly  higher. 

The  RTC  was  created  by  the  Financial  Institutions  Reform,  Recovery,  and  En- 
forcement Act  of  1989  (FIRREA).  This  legislation  was  in  response  to  widespread 
savings  and  loan  failures  and  the  resulting  large  financial  deficit  of  the  insurance 
fund  protecting  insured  depositors.  To  date,  the  RTC  has  expended  approximately 
$90  billion  of  taxpayer  funds  in  resolving  747  failed  thrifts  and  in  protecting  25  mil- 
lion deposit  accounts,  hi  providing  these  funds.  Congress  expressly  directed  the 
RTC,  among  other  things,  to  conduct  its  activities  in  a  manner  that  resulted  in  the 
greatest  return  to  the  United  States  on  the  sale  of  failed  thrifts  and  their  assets. 
Congress  bestowed  upon  the  RTC  important  tools  to  use  in  its  efforts  to  maximize 
the  return  on  failed  thrill  assets,  including  §  1823(e).  (A  more  detailed  background 
discussion  of  §  1823(e)  and  the  D'Oench  doctrine  is  contained  in  the  Appendix  to  this 
testimony.) 

A  principal  purpose  of  D'Oench  and  §  1823(e)  is  to  shield  the  Federal  banking  au- 
thorities from  claims  and  defenses  that  cannot  be  ascertained  from  a  failed  financial 
institution's  official  records.  They  satisfy  the  need  of  banking  regulators  to  be  able 
to  determine  the  health  of  an  institution  by  examining  the  records  of  the  institution 
free  from  the  risk  that  unexecuted  or  unrecorded  agreements  may  exist  which  re- 
duce the  value  of  the  institution's  assets  or  increase  the  institution's  liabilities. 

D'Oench  and  §  1823(e)  reduce  the  chances  that  collusive  side  deals  made  on  a 
wink  or  a  handshake  can  flourish  undetected  by  Federal  regulators,  possibly  encour- 
aging the  impairment  of  an  institution's  financial  condition.  Section  1823(e)'s  re- 
quirement that  the  institution's  transactions  be  approved  by  officially  recorded  ac- 
tion helps  ensure  that  unauthorized  side  deals  will  not  be  given  effect. 

D'Oench  and  §  1823(e)  are  particularly  helpful  in  defeating  borrower  defenses  in 
cases  in  which  secret  side  agreements  were  intended  to  aid  in  the  fraudulent 
schemes  of  thrift  insiders.  For  example,  the  RTC  recovered  $50  million  in  settle- 
ments with  certain  developers  and  borrowers  who  acted  in  collusion  with  Charles 
Keating  to  defraud  Lincoln  Savings.  The  D'Oench  doctrine  served  to  eliminate  argu- 
ments that  Lincoln  was  bound  by  Heating's  unrecorded  promises  not  to  collect  on 
the  indebtedness. 

Should  an  institution  fail,  D'Oench  and  §  1823(e)  enable  the  FDIC  and  the  RTC 
as  receiver  to  evaluate  the  institution's  assets  and  liabilities  quickly  and  accurately 
and  to  determine  the  most  efficient  resolution  for  that  institution.  This  is  important 
since  a  failed  institution's  going-concern  value  diminishes  the  longer  it  remains 
under  Government  control. 

D'Oench  and  §  1823(e)  encourage  prudent  consideration  of  lendingpractices  when 
a  loan  is  made  and  assure  proper  recordation  of  banking  activities.  They  also  guard 
against  the  haphazard  or  collusive  restructuring  of  loans  to  the  detriment  of  the  in- 
stitution and  its  creditors.  As  an  institution  nears  failure,  borrowers  can  bring  pres- 
sure on  individual  employees  or  officers  of  the  institution  to  alter  the  terms  of  their 
loans  to  the  borrowers'  advantage.  This  problem  can  be  particularly  acute  when  the 
borrowers  are  major  customers  or  directors  of  the  institution.  Moreover,  for  regu- 
latory reasons,  it  can  be  to  an  institution's  advantage  to  restructure  a  non-perform- 
ing or  poorly  performing  loan  to  mask  its  true  condition.  By  requiring  properly  au- 
thorized and  recorded  written  loan  amendments,  D'Oench  and  §  1823(e)  help  to  in- 
sure that  those  with  ultimate  responsibility  for  the  institution's  health  agree  to  loan 
modifications  in  a  thoughtful  and  considered  manner. 

In  enacting  §  1823(e),  Congress  thus  sought  to  balance  various  interests  of  the 
public — including  its  interest  in  the  integrity  of  the  financial  institution  regulatory 
and  insurance  system — with  the  interests  of  individuals  with  legitimate  claims 
against  failed  institutions.  The  RTC  believes  that  Congress  stnjck  an  appropriate 
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balance  and  that  D'Oench  and  §  1823(e)  have  served  the  taxpayers  and  the  Federal 
deposit  insurance  funds  well. 

The  issue  that  brings  us  here  today  is  summarized  aptly  in  a  1992  memorandum 
of  the  Counsel  to  the  RTC's  Inspector  General,  written  as  a  result  of  the  Inspector 
General's  review  of  a  D'Oench  matter: 

The  savings  and  loan  crisis  has  meant  financial  losses,  and  even  ruin,  for  many 

fieople.  It  has  also  been  a  severe  burden  to  the  American  taxpayer.  The  Financial 
nstitutions  Reform,  Recovery,  and  Enforcement  Act  of  1989  (FIRREA)  directed 
the  RTC  to  take  all  reasonable  steps  to  maximize  return  on  institution  assets  and 
minimize  taxpayer  costs  in  the  process  of  resolving  institutions.  At  times,  that 
means  the  RTC  will  take  positions  in  litigating  cases  which  will  not  be  beneficial 
to  individual  opposing  parties. 

The  RTC  understands  that  there  are  concerns  that  the  application  of  D'Oench  and 
§  1823(e)  in  their  present  form  have  led  in  some  instances  to  results  that  may  be 
viewed  as  inequitable.  The  RTC  responded  to  many  of  these  concerns  in  its  testi- 
mony on  January  31,  1995  before  the  Senate  Subcommittee  on  Oversight  of  Govern- 
ment Management  and  the  District  of  Columbia  and  in  its  answers  to  supplemental 
questions  propounded  by  the  Subcommittee  following  that  hearing. 

In  particular,  the  RTC  suggested  several  ways  in  which  §  1823(e)  could  be  amend- 
ed to  make  it  more  equitable  while  at  the  same  time  preserving  its  important  under- 
lying objectives.  F'or  example,  the  RTC  suggested  amending  §  1823(e)  to  exclude 
from  its  scope  certain  claims  for  goods  and  services.  In  addition,  the  RTC  suggested 
that  §  1823(e)'s  requirement  that  an  agreement  be  executed  "contemporaneously" 
with  the  institution's  acquisition  of  the  associated  asset  could  be  eliminated.  Doing 
so  would  recognize  the  commercial  reality  that  lenders  and  borrowers  frequently  ad- 
just their  agreements  and  re-negotiate  loans.  The  RTC  also  supported  amending 
§  1823(e)  to  permit  claims  based  on  recorded  agreements  executed  by  an  institution's 
officers  with  express  written  authority,  relaxing  the  current  requirement  that  such 
agreements  must  be  approved  by  the  institution's  loan  committee  or  board  of  direc- 
tors. 

Amendments  such  as  these  would,  we  believe,  permit  fair  consideration  of  legiti- 
mate claims  while  continuing  to  protect  the  broader  public  interest.  We  urge  caution 
in  enacting  sweeping  changes  which  could  lead  to  protracted  litigation  and  more 
costly  resolutions  of  failed  thrifts.  In  its  present  version,  S.  648  goes  beyond  the  lim- 
ited modifications  the  RTC  believes  are  warranted. 

Because  the  RTC  is  scheduled  to  sunset  on  December  31,  1995,  most  of  the  effect 
of  S.  648  will  fall  on  the  FDIC.  Consequently,  the  RTC  defers  to  the  FDIC  to  com- 
ment specifically  and  in  detail  on  the  prospective  application  of  the  proposed  bill. 
Generally,  however,  the  RTC  shares  the  concerns  raised  by  FDIC  Chairman  Heifer 
in  a  letter  dated  April  11,  1995  to  the  sponsor  of  S.  648,  Senator  William  S.  Cohen, 
in  which  the  Chairman  stated  that  S.  648: 

would  have  the  effect  of  eliminating  the  utility  of  the  D'Oench  doctrine  and  sec- 
tion 1823(e),  thereby  exposing  the  deposit  insurance  funds,  innocent  depositors, 
and  diligent  creditors  to  losses  resulting  from  claims  and  defenses  founded  on  un- 
recorded agreements. 

The  RTC  especially  shares  the  FDIC's  concerns  regarding  the  provision  of  the  pro- 
posed bill  that  would  create  an  exception  to  §  1823(e)  for  "alleged  intentional  torts 
or  violations  of  State  or  Federal  law."  If  this  exception  is  enacted,  it  is  likely  that 
virtually  every  party  with  a  claim  or  defense  based  on  an  unwritten  or  unrecorded 
agreement  will  allege  that  the  failed  thrift  engaged  in  tortious  conduct  or  violated 
some  provision  of  law.  This  "exception"  would  thus  seriously  threaten  to  engulf  the 
general  rule. 

Moreover,  because  allegations  of  intentionally  tortious  conduct  or  violation  of  law 
are  by  their  very  nature  fact-intensive,  this  provision  could  significantly  increase 
litigation  costs.  Under  D'Oench  and  §  1823(e)  in  their  current  form,  most  cases  in- 
volving unwritten  or  unrecorded  agreements  are  resolved  on  motion,  without  the  ex- 
pense of  a  trial.  S.  648  would  preclude  this  prompt,  cost-effective  resolution  in  al- 
most every  instance.  In  many  cases,  full  trials  would  be  required  to  resolve  numer- 
ous factual  issues  before  it  could  be  determined  whether  §  1823(e),  as  amended  by 
S.  648,  would  even  apply.  Examples  of  these  fact-intensive  issues  include:  Whether 
a  claimant  knowingly  participated  in  a  scheme  to  defraud;  whether  oral  representa- 
tions conOict  with  written  documents  in  the  institution's  files;  and  whether  a  bank 
officer  had  apparent  authority  to  execute  an  agreement  on  behalf  of  the  institution. 

F'urther,  due  to  practical  obstacles  the  RTC  would  encounter  in  marshaling  evi- 
dence to  defend  claims  no  longer  covered  by  §  1823(e),  it  would  be  difficult  for  the 
RTC  to  overcome  questionable  or  even   frivolous  claims.  In  many  instances,   wit- 
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nesses  from  the  failed  thrift  will  be  unavailable  or  uncooperative.  Even  assuming 
that  witnesses  can  be  located  and  are  willing  to  testify,  tneir  memories  of  events 
that  occurred  years  earlier  will  have  faded.  As  a  result,  claimants  with  spurious 
claims  could  receive  undesei-ved  windfalls. 

The  RTC  is  additionally  concerned  about  the  potential  effect  of  the  legislation  on 
purchasers  of  a  failed  institution's  assets.  Some  courts  have  extended  the  protec- 
tions of  ryOench  and  §  1823(e)  to  asset  purchasers,  reasoning  that  this  fosters  the 
development  of  a  secondary  market  for  these  assets,  thereby  helping  the  receiver 
maximize  asset  value  and  reduce  losses.  These  asset  purchasers  may  bid  less  if 
there  is  a  greater  chance  that  the  assets  could  be  subject  to  unknown  defenses  or 
become  involved  in  litigation  that  would  currently  be  avoided  or  overcome  by 
D'Oench  and  §  1823(e). 

While,  as  noted,  the  prospective  aspects  of  S.  648  will  afTect  the  FDIC  more  sig- 
nificantly than  the  RTC,  any  efTort  to  apply  the  legislation  retroactively  would  have 
a  substantial  and  costly  impact  on  the  RTC  and  the  taxpayers.  The  RTC  is  pleased 
to  note  that  the  retroactive  applicability  provision  contained  in  the  original  version 
of  S.  648  has  been  significantly  scaled  back  in  the  substitute  amendment  proposed 
by  Senator  Cohen. 

Mr.  Chairman,  thank  you  for  the  opportunity  to  appear  today  to  present  the 
RTC's  views.  I  would  be  happy  to  respond  to  any  questions  you  or  any  Member  of 
the  Committee  may  have. 
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APPENDIX 

I.  General  Background  of  the  D'Oench  Duhme  Doctrine 
and  12  U.S.C.  §  1823(e) 

The  D'Oench  Duhme  Common  Law  Doctrine 

The  D'Oench  doctrine  is  a  long-standing  rule  of  Federal  law  created  by  the  U.S. 
Supreme  Court  in  1942  in  the  case  of  D'Oench,  Duhme  &  Co.  v.  FDIC,  315  U.S. 
447  (1942).  It  has  been  applied  broadly  to  a  wide  variety  of  claims  against  failed 
financial  institutions  for  almost  53  years  by  courts  all  across  the  country.  Under  the 
D'Oench  doctrine  and  12  U.S.C.  §  1823(e),  its  statutory  counterpart,  the  RTC  and 
FDIC  are  not  subject  to  claims  and  defenses  premised  upon  agreements  allegedly 
made  with  a  failed  financial  institution  which  are  not  properly  recorded  in  the  insti- 
tution's official  books  and  records. 

In  the  original  D'Oench  case,  a  debtor  executed  several  notes  which  were  placed 
on  the  bank's  books.  Although  the  notes  appeared  valid  and  unconditional  on  their 
face,  the  debtor  and  the  bank  had  an  unrecorded  side  agreement  that  the  notes 
would  never  be  called  for  payment.  The  agreement  was  in  writing,  but  did  not  ap- 
pear in  the  institution's  files.  After  the  bank  failed,  the  FDIC  brought  suit  to  collect 
on  the  notes  and  the  debtor  asserted  a  defense  based  upon  the  alleged  side  agree- 
ment. The  Supreme  Court  ruled  that  the  debtor  was  estopped  from  raising  the  unre- 
corded side  agreement  to  defeat  collection  on  the  notes  because  it  was  part  of  an 
arrangement  which  might  tend  to  mislead  bank  examiners.  The  Court  determined 
that  such  a  rule  was  necessary  to  protect  the  deposit  insurance  funds  against  mis- 
representations as  to  the  securities  or  other  assets  in  a  bank's  portfolio. 

The  Supreme  Court  determined  that  regardless  of  whether  the  debtor  intended 
to  deceive  the  Federal  banking  authorities,  it  should  not  be  permitted  to  assert  its 
defense.  The  Court  stated  that  the  test  is  whether  the  note  was  designed  to  deceive 
the  creditors  or  the  public  authority  or  "would  tend  to  have  that  effect,"  regardless 
of  whether  creditors  or  the  banking  authorities  were  deceived  or  specifically  injured. 
Numerous  cases  following  the  original  D'Oench  decision  have  held  that  D'Oench  ap- 
plies without  regard  to  malfeasance,  recklessness,  or  negligence  on  the  part  of  the 
claimant. 

In  I^ngley  v.  FDIC,  484  U.S.  86,  108  S.  Ct.  396,  401-402  (1987),  the  Supreme 
Court  confirmed  that  barring  claims  based  upon  bank  officials'  alleged  unrecorded 
fraudulent  misrepresentations  effectuated  the  policies  enunciated  in  the  original 
D'Oench  decision.  Further,  the  Supreme  Court  explicitly  rejected  the  argument  that 
§  1823(e)  was  inapplicable  because  the  borrowers  in  that  case  were  the  ones  who 
had  been  defrauded  and  were  themselves  innocent  of  any  wrongdoing.  The  plain 
terms  of  the  statute  did  not  support  such  an  interpretation.  Moreover,  the  Supreme 
Court  stated  that  these  were  "not  the  equities  the  statute  regards  as  predominant" 
and  that: 

While  the  borrower  who  has  relied  upon  an  erroneous  or  even  fraudulent  unre- 
corded representation  has  some  claim  to  consideration,  so  do  those  who  are 
harmed  by  his  failure  to  protect  himself  by  assuring  that  his  agreement  is  ap- 
proved and  recorded  in  accordance  with  the  statute. 

108  S.  Ct.  at  403. 

The  Statutory  Counterpart — 12  U.S.C.  §  1823(e) 

In  1950  Congress  enacted  12  U.S.C.  §  1823(e),  the  statutory  counterpart  to  the 
D'Oench  doctrine.  It  was  made  applicable  to  the  RTC  in  1989,  with  the  passage  of 
FIRREA,  the  legislation  creating  the  RTC.  The  statute  is  more  specific  than  the 
D'Oench  common  law  rule  in  enumerating  the  recording  requirements  which  must 
be  satisfied  in  order  for  an  agreement  to  be  enforceable  against  the  FDIC  or  RTC. 
Section  1823(e)  precludes  claims  against  the  RTC  or  FDIC  based  on  an  agreement 
unless  the  agreement: 

(1)  is  in  writing, 

(2)  was  executed  by  the  depository  institution  and  any  person  claiming  an  ad- 
verse interest  thereunder,  including  the  obligor,  contemporaneously  with  the 
acquisition  of  the  asset  by  the  depository  institution, 

(3)  was  approved  by  the  board  of  directors  of  the  depository  institution  or  its  loan 
committee,  which  approval  shall  be  refiected  in  the  minutes  of  said  board  or 
committee,  and 

(4)  has  been,  continuously,  from  the  time  of  its  execution,  an  official  record  of  the 
depository  institution. 
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All  four  requirements  must  be  met  for  an  agreement  to  be  enforceable.  Further, 
an  agreement  which  does  not  satisfy  the  requirements  of  §  1823(e)  may  not  form  the 
basfs^fTn  amrmative  claim  against  the  RTC  or  FDIC.  12  U  S.C.  §  1821(d)(9)(A). 

As  a  result  of  D'Oench  and  §  1823(e),  a  Federal  receiver  need  only  look  to  the  ex- 
press terms  of  the  insolvent  institution's  official  documents  regardmg  its  obligations. 
Any  attempt  to  vary  the  express  terms  of  those  documents  is  barred  because  obliga- 
tions not  expressly  manifested  on  the  face  of  documents  properly  recorded  in  the  in- 
stitution's files  are  not  enforceable. 
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PREPARED  STATEMENT  OF  DR.  DAVID  S.  HESS 

President,  Citizens  &  Business  For  D'Oench  Duiime  Reform,  Great  Falls,  VA 

June  14,  1995 

My  name  is  David  Hess  and  I  am  here  to  testify  on  behalf  of  Citizens  &  Business 
For  D'Oench  Duhme  Reform  on  the  misapplication  of  the  D'Oench  Duhme  doctrine 
by  the  FDIC  and  RTC  when  they  become  receivers  of  failed  financial  institutions. 
My  testimony  has  three  main  points: 

1.  The  D'Oench  Duhme  doctrine  in  its  present  application  is  unfair  and  causes  real 
harm  to  borrowers,  guarantors,  vendors,  and  small  businesses. 

2.  The  current  application  of  the  D'Oench  Duhme  doctrine  is  inconsistent  with  its 
origins  and  scope  as  defined  by  the  Supreme  Court  and  Congress. 

3.  The  solution  to  the  misapplication  of  the  D'Oench  Duhme  doctrine  is  to  adopt 
the  proposed  legislation,  S.  648,  which  will  return  the  doctrine  to  its  original 
intent. 

Citizens  &  Business  For  D'Oench  Duhme  Reform  was  established  in  1993  when 
I  found  myself  a  "victim"  of  the  misapplication  of  the  D'Oench  Duhme  doctrine  by 
the  FDIC.  The  organization's  mission  is  to  educate  Congressional  Members  and  stan 
as  to  the  original  intent  of  the  D'Oench  Duhme  doctrine  and  the  need  for  legislative 
clarification  to  prevent  its  misapplication  by  the  FDIC  and  RTC.  The  organization 
has  provided  educational  materials  to  the  offices  of  over  80  Members  of  the  House 
of  Representatives  and  the  Senate.  The  organization  has  supported  legislation  dur- 
ing the  103rd  Congress  that  sought  to  clarify  the  "asset"  requirement  of  the  D'Oench 
Duhme  doctrine.  In  addition,  we  testified  before  the  Senate  Subcommittee  on  Over- 
sight of  Government  Management  in  January  1995,  and  support  the  legislation  that 
resulted  from  those  hearings.  Our  organization  has  become  a  "clearing  house"  for 
other  "victims"  of  the  D'Oench  doctrine.  In  the  past  2  years,  the  organization  has 
been  contacted  by  victims  throughout  the  United  States  who  became  aware  of  the 
organization  through  the  media. 

What  is  the  Proper  Scope  of  the  D'Oench  Duhme  Doctrine? 

In  order  to  understand  the  proper  scope  of  the  D'Oench  Duhme  doctrine,  its  ori- 
gins in  the  Supreme  Court  and  Congress  must  be  reviewed.  Common  law  D'Oench 
originated  in  tne  Supreme  Court  case  of  D'Oench,  Duhme  &  Co.  v.  FDIC  (315  U.S. 
447,  1942).^  Specifically,  the  Supreme  Court  stated  that  a  party  who  lends  itself  to 
a  scheme  likely  to  mislead  the  FDIC  by  means  of  a  "secret  agreement"  not  shown 
on  the  records  of  the  bank,  is  forbidden  to  raise  that  secret  agreement  as  a  defense 
against  the  FDIC  once  the  bank  has  been  taken  over.  It  is  evident  from  the  wording 
of  the  Supreme  Court  decision  that  the  D'Oench  decision  specifically  dealt  with  the 
assets  of  a  failed  banking  institution,  and  schemes  or  acts  oy  parties  seeking  to  de- 
liberately mislead  the  FDIC  as  to  the  value  of  the  banks  assets  as  recorded  in  the 
official  bank  records.  The  Supreme  Court  ruling  did  not  address  issues  related  to 
defenses  or  claims  against  the  FDIC  as  a  receiver  of  a  failed  banking  institution. 

In  1950  Congress  passed  the  Federal  Deposit  Insurance  Act,  section  2(13)(e) 
v/hich  was  codified  as  12  U.S.C.  1823(e).  In  contrast  to  the  Supreme  Court  decision, 
section  1823(e)  was  a  statute  of  frauds  that  applied  execution,  approval,  and  record- 
ing requirements  to  any  agreement  that  woula  diminish  the  right,  title,  or  interest 
of  the  FDIC  in  any  assets  acquired  by  it.  Review  of  the  congressional  record  reveals 
that  the  original  intent  of  Congress  in  codifying  the  Supreme  Court  decision  could 
be  found  from  the  Floor  statement  of  Representative  Francis  Walter  during  the 
House  Floor  debate  in  1950.  During  this  debate.  Representative  Walter  stated: 

"It  was  never  the  intention  of  Congress  to  give  the  [Federal  Deposit  Insurance] 
Corporation  a  stronger  position  than  that  of  the  bank,  and  the  adoption  of  the 
amendment,  my  amendment,  is  offered  to  prove  heretofore  it  was  the  intent  of  Con- 
gress that  any  agreement  in  the  absence  of  fraud  is  binding  on  the  Corporation." 


^D'Oench,  Duhme  &  Co.,  Inc.  was  a  Missouri  bond  house  which  had  sold  a  bond  to  Belleville 
Bank  &  Trust  Company,  an  Illinois  Bank.  This  bond  subsequently  went  into  default.  Being  dis- 
satisfied with  this  result,  Belleville  Bank  &  Trust  Company  asked  the  D'Oench  Company  to  de- 
liver to  the  bank  a  note  in  the  amount  of  the  bond  to  keep  the  bank's  balance  sheet  artificially 
inflated.  In  return,  the  bank  delivered  to  D'Oench  a  receipt  in  which  it  promised  not  to  enforce 
payment  of  the  note.  The  D'Oench  note  was  subsequently  charged  off  in  1935.  After  Belleville 
Bank  &  Trust  Company  became  insolvent,  the  bank  pledged  the  D'Oench  note  to  the  FDIC. 
When  the  FDIC  sued  to  enforce  payment  of  the  note,  D'Oench,  Duhme  &  Co.  asserted  lack  of 
consideration  and  the  receipt  agreement  as  a  defense.  The  Supreme  Court  held  in  favor  of  the 
FDIC. 
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This  is  the  scope  of  the  doctrine.  Representative  Walter  stated  clearly  that  this 
codification  did  not  grant  protection  to  the  FDIC  from  defensive  assertions  or  claims 
that  otherwise  had  a  basis  in  common  law. 

Although  the  interpretation  of  the  D'Oench  doctrine  and  its  application  has  broad- 
ened significantly  since  it  was  last  debated  on  the  Floor  of  Congress  in  1950,  the 
original  intent  of  the  legislation  and  of  the  Supreme  Court  decision  is  clear  and 
should  not  be  dismissed  when  this  complicated  issue  is  reviewed.  Namely,  the  doc- 
trine was  adopted  to  protect  the  FDIC  from  secret  side  agreements  that  were  cre- 
ated to  falsely  and  purposefully  mislead  the  FDIC  as  to  its  claim  on  an  asset  of  a 
failed  banking  institution  for  which  the  FDIC  had  become  the  receiver.  The  evo- 
lution of  the  D'Oench  doctrine  from  these  humble  beginnings  45  years  ago  has  been 
the  subject  of  a  number  of  legal  reviews  which  are  oeyond  the  scope  of  this  testi- 
mony by  Citizens  &  Business  For  D'Oench  Duhme  Reform. 

The  thrift,  and  banking  crises  of  the  1980's  resulted  in  the  collapse  of  over  1,000 
financial  institutions  throughout  the  United  States.  Because  the  Supreme  Court  de- 
cision of  1942  and  the  codification  of  the  D'Oench  doctrine  by  Congress  in  1950 
could  not  foresee  the  multiple  situations  that  would  develop  with  such  a  banking 
crisis,  the  courts  began  to  interpret  the  D'Oench  doctrine  in  a  broad  and  ever-ex- 
panding fashion  in  favor  of  the  FDIC  to  the  detriment  of  borrowers,  creditors,  and 
vendors  of  failed  financial  institutions.  After  the  Langley  decision  of  the  Supreme 
Court  in  1987  and  the  adoption  of  FIRREA  by  Congress  in  1989,  the  application  of 
the  D'Oench  doctrine  by  the  FDIC  and  RTC  became  more  severe  and  harsh.  Under 
the  expanded  D'Oench  doctrine,  borrowers,  guarantors,  and  vendors  lose  their  abil- 
ity to  protect  or  vindicate  their  rights  when  a  bank  becomes  insolvent.  The  courts' 
broad  interpretation  of  the  D'Oench  Duhme  doctrine  coupled  with  the  FDIC's  seem- 
ingly unlimited  legal  resources,  produces  an  obstacle  that  many  innocent  victims 
simply  cannot  overcome. 

Does  the  D'Oench  Duhme  Doctrine  Need  to  be  Reformed? 

Yes,  because  currently  there  are  two  separate  but  unequal  sets  of  law  that  apply 
to  banks  in  their  dealings  with  borrowers,  guarantors,  and  vendors.  One  is  everyday 
common  law  that  applies  to  solvent  banks  and  allows  for  standard  defenses  against 
collections  and  valid  assertions  of  claims,  with  the  merits  being  decided  in  a  court 
of  law.  The  other  {D'Oench  Duhme  doctrine)  is  unbeknownst  to  the  bank's  borrow- 
ers, guarantors,  and  vendors.  This  ominous-sounding  doctrine  applies  when  a  bank 
becomes  insolvent  and  disallows  otherwise  valid  defenses  against  collections  or  as- 
sertion of  claims.  In  short,  the  doctrine  slams  the  courthouse  doors  on  the  fingers 
of  innocent  claimants  seeking  to  open  it  against  the  FDIC  or  RTC.  With  the  broad 
interpretation  of  the  D'Oench  Duhme  doctrine  by  the  courts  in  the  late  1980's,  the 
"rules  of  the  game"  essentially  changed  and  the  potential  for  unfairness  expanded. 
The  FDIC  and  the  RTC  now  deploy  D'Oench  in  a  wide  number  of  situations.  They 
have  too  frequently  been  successful  in  having  otherwise  valid  claims  against  failed 
banking  institutions  barred  throughout  the  country. 

So  unjust  and  unfair  is  the  D'Oench  doctrine's  application  that  courts  from  every 
region  have  become  apologetic  when  handing  down  their  decisions.  Listed  below  are 
examples  from  various  courts  of  this  apologetic  approach  to  decisions  concerning  the 
D'Oench  doctrine: 

1.  In  FDIC  V.  Bathgate,  27  F.3d  850,  877  (3d  Cir.  1994)  the  Court  stated:  "In 
reaching  our  result  we  have  not  overlooked  that  the  D'Oench  Duhme  doctrine 
and  section  1823(e)  can  lead  to  what  might  be  considered  a  harsh  result.  Never- 
theless it  seems  to  us  that  the  Federal  precedence  have  compelled  our  outcome." 

2.  In  FDIC  V.  Kasal,  913  F.2d  487,  492  (8th  Cir.  1990)  the  Court  stated:  "We  agree 
that  the  result  in  the  instant  case  may  appear  harsh  or  inequitable  to  some, 
we  nevertheless  are  constrained  by  both  the  statute  and  Federal  common  law." 

3.  In  American  Fed'n  of  Stale,  County  and  Municipal  Employees  v.  FDIC,  826 
F.Supp.  1448,  1476  (D.D.C.  1992)  the  Court  stated:  "The  Court  is  not  ignorant 
of  the  unusual  results  which  the  D'Oench  doctrine  generates  nor  is  the  Court 
enamored  of  them." 

4.  \n  L  &  R  Prehuilt  Homes,  Inc.  v.  New  England  All  Bank  For  Savings,  783 
F.Supp.  11,  14  (D.N.H.  1992)  the  Court  stated:  "The  Court  has  full  empathy 
with  the  plaintiff's  position  and  dilemma  but  of  course  is  powerless  under  the 
law  to  grant  remedial  relief.  The  Court  does  not  quarrel  with  the  D'Oench  doc- 
trine but  it  is  appalled  by  the  manner  in  which  the  FDIC  reacts  to  situations 
such  as  these." 

5.  In  Webb  v.  Superior  Court,  275  Cal.Iijptr.  581,  589  (Cal.  Ct.App.  1990)  the  Court 
stated:  "We  sympathize  with  Webb.  The  D'Oench  Duhme  doctrine  is  quite  harsh 
and  in  this  case,  where  he  as  the  borrower  has  made  a  prima  facie  showing  that 
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he  was  not  at  fault,  the  severity  of  the  rule  is  heightened.  Nevertheless,  we 
have  no  choice  but  to  apply  rt." 

The  above  examples  are  but  a  few  which  demonstrate  that  judges  fully  recognize 
that  the  D'Oench  Duhme  doctrine  is  unfair  and  inequitable.  However,  in  its  current 
form  and  interpretation  these  courts  and  judges  have  no  choice  but  to  apply  the  doc- 
trine as  is  sought  by  the  FDIC  and  the  KTC.  The  broad  interpretation  of  the 
D'Oench  Duhme  doctrine  and  its  harsh  application  by  the  FDIC  and  RTC  is  prob- 
ably a  result  of  the  banking  and  thrill  crisis  coupled  with  a  lack  of  guidance  from 
Congress.  The  courts  have  adopted  an  attitude  that  it  is  their  duty  to  minimize  the 
losses  of  the  financial  crisis  and  to  protect  the  banking  system  to  the  detriment  of 
the  "innocent  victims."  This  is  evident  in  the  Court's  statements  in  Milligan  v.  Gil- 
more  Meyer  Inc.,  11^  F.Supp.  400  (S.D.  Ga.  1991).  The  Court  stated:  'The  result  is 
harsh.  Nevertheless,  as  pitiful  as  the  plaintifTs  situation  may  be,  a  more  compelling 
consideration,  in  view  oi  the  monstrous  national  debt  burden  imposed  by  the  spate 
of  recent  bank  failures,  is  the  sanctity  and  uniform  application  of  the  D'Oench  doc- 
trine and  12  U.S.C.  and  1823(e)." 

With  the  broad  interpretation  of  the  D'Oench  doctrine  by  the  courts,  the  FDIC 
and  RTC  have  been  successful  in  employing  the  doctrine  not  only  as  an  "invincible 
force"  to  liquidate  assets  of  failed  financial  institutions,  but  also  as  an  "impenetrable 
fortress"  against  cross-claims  and  counter  defenses.  In  Beighley  v.  FDIC,  676 
F.Supp.  130,  132  (N.D.  Texas  1987)  the  Court  held  that:  "To  allow  a  claim  against 
the  FDIC  asserting  the  very  grounds  that  could  not  be  used  as  a  defense  to  a  claim 
by  the  FDIC  is  to  let  technicality  stand  in  the  way  of  principle."  This  principle  was 
adopted  by  other  courts  and  thus  empowered  the  FDIC  and  RTC  to  employ  the 
D'Oench  doctrine  to  bar  claims  that  would  otherwise  have  been  considered  valid 
against  a  solvent  financial  institution.  Therefore,  claims  for  fraud  or  negligent  mis- 
representation, negligence,  unjust  enrichment,  fraud  in  the  inducement,  and  want 
of  consideration  are  a  few  of  the  affirmative  claims  that  have  been  defeated  by 
D'Oench. 

The  overwhelming  power  of  the  D'Oench  Duhme  doctrine  allows  the  FDIC  to  de- 
feat almost  all  claims  against  a  failed  banking  institution.  As  a  result  many  individ- 
uals and  small  businesses  have  been  "victimized"  by  its  application.  These  parties 
have  had  what  would  otherwise  be  considered  a  valid  claim  dismissed  or  barred  be- 
cause of  the  unusual  circumstances  of  the  D'Oench  Duhme  doctrine.  For  instance, 
there  are  many  cases  of  subcontractors  who  had  completed  work  on  properties  fi- 
nanced by  failed  banking  institutions  who  were  never  paid  for  their  services  and 
goods.  When  these  properties  were  subsequently  liquidated  by  the  RTC,  these  sub- 
contractors have  had  their  claims  for  payment  barred  by  the  D'Oench  doctrine.  Ex- 
amples of  this  situation  include: 

1.  Ramins:         Pennsylvania  roofer  who  completed  $11,000  in  repairs  on  a  prop- 

erty that  was  subsequently  sold  by  the  RTC.  Ramins  was  never 
paid. 

2.  Morris:  Massachusetts   garage   owner   who   stored   repossessed   cars    for   a 

bank.  When  the  cars  were  sold  after  the  bank  became  insolvent, 
Morris  was  never  paid  storage  fees. 

3.  Shomphe:      Hardwood  fioor  contractor  who  was  never  paid  for  services  and  ma- 

terials when  two  "spec"  homes  were  sold  by  the  RTC. 

4.  Scalise:  Security  system  contractor  who  was  never  paid  for  services  and  ma- 

terials for  two  homes  sold  by  the  RTC. 

In  addition,  many  "victims"  of  the  D'Oench  doctrine  are  borrowers  or  guarantors 
of  loans  that  were  fraudulently  misrepresented  by  banking  officials.  The  application 
of  the  D'Oench  doctrine  has  barred  these  individuals  from  bringing  this  defense 
against  the  collection  of  these  loans.  In  many  of  these  instances  the  actual  banking 
officers  have  been  found  guilty  of  these  fraudulent  acts;  yet  the  "innocent  victims 
cannot  use  this  as  a  defense  against  the  FDIC  and  RTC.  Examples  include: 

1.  Sweeney:  Massachusetts  family  that  proved  fraudulent  conduct  by  a  bank 

but  had  the  State  court  decision  overturned  by  the  D'Oench 
doctrine. 

2.  Kasal:  Court  disallowed  Kasal's  attempt  to  defeat  D'Oench  based  on 

fact  that  a  bank  employee  misappropriated  funds  targeted  for 
repayment  of  Kasal's  note. 

3.  McClanahan:     Farmer  held  liable  for  a  loan,  the  proceeds  of  which  he  never  re- 

ceived.  Proceeds   were   fraudulently  diverted  to   a  bank   rep- 
resentative's personal  use. 
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4.     John:  Home  purchasers  sued  RTC  as  successor  to  insolvent  vendor  for 

frauaulently  concealing  homer's  subsidence.  Case  was  initially 
dismissed  because  of  the  D'Oench  doctrine,  but  U.S.  Court  of 
Appeals,  Seventh  Circuit,  reversed  lower  court  decision. 

If  these  banking  institutions  had  been  solvent,  these  claims  would  be  valid  de- 
fenses allowed  by  common  law.  It  appears  that  the  only  "crime"  committed  by  these 
"victims"  was  to  conduct  business  with  a  financial  institution  that  subsequently  be- 
came insolvent. 

The  FDIC  and  RTC  will  no  doubt  argue  that  legislative  reform  of  the  D'Oench 
Duhme  doctrine  is  unnecessary  and  will  be  detrimental  to  their  designated  mission 
of  the  betterment  of  public  good.  An  insight  into  the  agency's  use  of  the  D'Oench 
Duhme  doctrine  and  the  agency's  attitude  toward  innocent  victims  of  the  D'Oench 
Duhme  doctrine  is  reflected  in  the  testimony  heard  before  the  Senate  Subcommittee 
on  the  Oversight  of  Government  Management  in  January  1995.  Mr.  William  Dudley, 
Vice  President  of  the  Atlanta  ofTice  of  the  RTC,  testified  on  behalf  of  the  RTC.  Mr. 
Dudley's  testimony  included  the  following  statements: 

1.  "Without  the  D'Oench  Duhme  doctrine  and  1823(e)  there  also  would  be  a  sub- 
stantial increase  in  litigation  against  failed  banks  and  thrifts." 

2.  "In  the  vast  majority  of  cases  involving  the  RTC,  claimants  almost  routinely 
include  fraud,  misrepresentation,  or  deception  as  part  of  the  defense  or  coun- 
terclaim. Under  the  D'Oench  Duhme  doctrine,  most  cases  involving  such  alle- 
gations .   .   .  are  resolved  without  the  expense  of  a  trial." 

3.  "Another  proposal  you  have  asked  us  to  address  is  the  concept  of  limiting  the 
availability  of  D'Oench  and  1823(e)  to  uses  in  which  the  claimant  engaged  in 
intentional  fraud  in  his  or  her  banking  transaction.  We  have  severe  reserva- 
tions regarding  this  proposal.  Such  an  amendment  would  drastically  reduce 
the  number  of  transactions  to  which  D'Oench  and  1823(e)  would  apply.  .    .   ." 

Mr.  Dudley's  statements  echo  a  recurrent  and  common  theme.  The  RTC  employs 
the  D'Oench  Duhme  doctrine  to  limit,  impede,  and  dismiss  litigation  against  failed 
banking  institutions  regardless  of  the  merits  of  the  complaint.  Mr.  Dudley  admits 
that  restricting  the  application  only  to  those  who  lent  themselves  to  a  scheme  de- 
signed to  mislead  the  FDIC/IiTC  would  severely  limit  the  number  of  cases  to  which 
D'Oench  would  apply.  Mr.  Dudley  has  in  fact  admitted  that  most  cases  in  which 
D'Oench  has  been  invoked  has  involved  "innocent"  victims,  clearly  violating  the  in- 
tent of  the  1942  Supreme  Court  decision  and  the  1950  congressional  legislation. 

At  the  same  Senate  hearings,  Mr.  John  F.  Bovenzi,  Director  of  the  Division  of  De- 
pository and  Asset  Services  of  the  FDIC,  testified  on  behalf  of  the  F'DIC.  Mr. 
Bovenzi's  testimony  included  the  following  statements: 

1.  "We  believe  the  FDIC's  application  of  these  legal  principals  over  the  past  40 
years  has  been  appropriate  in  the  great  majority  of  cases." 

2.  "The  FDIC  should  not  have  to  prove  fraud  in  order  to  achieve  the  conceptual 
public  policy  underlying  D'Oench  and  section  1823(e)." 

3.  "A  very  rough  estimate  of  the  exposure  which  the  FDIC  has  avoided  through 
the  use  of  D'Oench  and  1823(c)  in  just  the  last  2  years  is  more  than  $1  billion 
in  claims  and  counterclaims." 

Mr.  Bovenzi's  statements  emphasize  why  the  D'Oench  Duhme  doctrine  must  be 
reformed.  The  P^DIC  does  not  recognize  or  admit  that  the  doctrine  has  been  applied 
in  an  unjust  fashion,  far  outside  the  bounds  of  the  doctrine's  original  intent.  Indeed, 
he  states  the  FDIC  should  not  have  to  prove  a  borrower  intended  to  deceive  banking 
officials  before  applying  the  D'Oench  doctrine.  This  is  in  direct  confiict  with  the  Su- 
preme Court's  opinion  in  1942.  P"'urthcrmore,  Mr.  Bovenzi  proudly  proclaims  that 
such  broad  application  has  resulted  in  the  avoidance  of  "exposure"  to  litigation.  No- 
where in  his  statements  does  Mr.  Bovenzi  comment  on  the  merits  of  the  dismissed 
cases.  The  amount  of  money  Mr.  Bovenzi  quotes  accounts  for  less  than  1  percent 
of  the  public's  loss  in  the  banking  crisis.  Citizens  &  Business  For  D'Oench  Duhme 
Reform  contends  that  this  1  percent  savings  occurs  at  the  expense  of  justice  and 
fairness.  This  misapplication  of  the  D'Oench  Duhme  doctrine  produces  cynicism  and 
distrust  in  the  hearts  of  Americans  for  our  governmental  systems.  This  end  result 
is  clearly  not  worth  the  price! 

The  PT)IC  and  RTC  seek  not  to  reform  the  D'Oench  Duhme  doctrine  but  to  have 
Congress  legitimize  its  unauthorized  expansion  of  the  doctrine.  The  FDIC  and  RTC 
have  taken  a  narrowly  defined  doctrine  and  statute  and  expanded  it  beyond  its  in- 
tended scope  in  the  name  of  public  good.  In  so  doing,  they  have  granted  themselves 
super  powers  which  were  never  intended  by  Congress.  Only  a  congressional  reform 


79 

act  of  the  D'Oench  Duhme  doclrine  can  Return  a  sense  of  fairness  to  this  segment 
of  banking  law. 

Public  Interests  Versus  Individual  Interests 

The  Supreme  Court  intended  for  the  D'Oench  Duhme  opinion  to  renew  public  con- 
fidence in  its  financial  institutions  by  allowing  the  public's  representative,  the 
FDIC,  to  depend  upon  the  stated  asset  valuation  of  the  institution.  The  D'Oench  de- 
cision was  designed  to  discourage  those  who  intentionally  participated  in  an  ar- 
rangement whereby  the  FDIC  could  be  misled  as  to  the  value  of  an  asset.  The 
D'Oench  Duhme  case  arose  in  the  aflermath  of  the  Great  Depression  when  the 
public's  confidence  was  fragile  because  of  the  system-wide  failure  of  the  financial  in- 
stitutions in  the  country. 

The  F'DIC  was  initially  created  to  assume  the  risk  of  institutional  failure  and  re- 
move this  risk  from  the  shoulders  of  the  individuals.  However,  the  expansion  of  the 
D'Oench  Duhme  doctrine  by  the  court's  interpretation  of  section  1823(e)  has  resulted 
in  a  significant  shift  in  the  burden  of  financial  loss  from  the  public  insurance  fund 
to  the  individual.  This  shift  of  responsibility  is  without  precedent  and  is  fundamen- 
tally unjust.  The  individual  borrower  has  little  control  over  satisfying  the  strict  re- 
quirements of  section  1823(e)  and  no  control  over  the  content  and  maintenance  of 
bank  records.  The  individual  borrower  must  as  an  act  of  faith  assume  that  the  bank 
official  with  whom  he  is  dealing  has  the  authority  and  formal  approval  for  the  in- 
tended transaction.  If  this  bank  official  engages  in  intentional  deception  or  fraud, 
the  borrower  becomes  vulnerable  to  the  misapplication  of  the  D'Oench  Duhme  doc- 
trine. The  fraudulently  induced  borrower  is  indeed  a  greater  victim  than  the  FDIC, 
since  the  system  which  defrauded  him  is  FDIC  controlled  and  regulated.  Based  on 
a  How  of  standard  information,  the  H3IC  makes  judgments  as  to  the  financial 
health  of  each  of  its  member  banks.  In  contrast,  the  borrower  has  little  or  no  under- 
standing of  the  relative  strength  or  weakness  of  his  bank.  By  shifting  the  burden 
of  responsibility  to  the  borrower,  the  FDIC  is  actually  shifting  the  burden  of  mis- 
management of  the  bank  to  the  borrower  and  oftentimes  shifting  the  burden  of 
failed  regulatory  policies  and  practices  by  the  FDIC  onto  the  borrower.  Thus,  the 
FDIC's  own  failed  policies  and/or  enforcement  of  its  policies  are  paid  for  in  part  by 
innocent,  fraudulently-induced  borrowers  and  other  victims  of  the  D'Oench  Duhme 
doctrine.  Under  the  D'Oench  Duhme  doctrine,  as  interpreted  and  argued  by  the 
FDIC,  the  innocent  borrower's  rights  are  obliterated  without  recourse.  The  D'Oench 
Duhme  Reform  Act  of  1995  brings  1823(e)  in  line  with  a  reasonable  standard  of  fair- 
ness and  equity  without  adversely  affecting  the  FDIC's  ability  to  protect  and  regu- 
late its  member  banks.  The  FDIC  will  no  doubt  resist  any  change  or  return  to  ear- 
lier standards  by  complaining  that  such  a  change  will  compromise  their  ability  to 
follow  designated  public  policy.  Congress  should  not  allow  this  "cry  of  wolf  to  pre- 
vent the  enactment  of  reform. 

What  Type  of  Reform  for  the  D'Oench  Duhme  Doctrine? 

Citizens  &  Business  For  D'Oench  Duhme  Reform  has  discussed  the  adverse  ef- 
fects of  the  D'Oench  Duhme  doctrine  with  legal  experts  throughout  the  country. 
After  careful  review,  there  appears  to  be  one  solution  to  the  current  problem  of  the 
doctrine's  widespread  misapplication  by  the  FDIC  and  the  RTC.  This  solution  is  to 
recognize  the  original  intent  and  scope  of  the  D'Oench  Duhme  doctrine  as  set  forth 
by  the  Supreme  Court  in  1942  and  as  was  debated  in  both  Houses  of  Congress  in 
1950.  To  reiterate,  the  Supreme  Court  held  that  a  party  who  lends  itself  to  a  scheme 
likely  to  mislead  the  FDIC  by  means  of  a  "secret  agreement"  not  shown  on  the 
records  of  the  bank  is  forbidden  to  raise  that  secret  agreement  as  a  defense  against 
the  FDIC  once  the  bank  has  been  taken  over.  In  addition,  when  these  issues  were 
debated  in  Congress,  it  is  clear  from  the  remarks  of  Representative  Francis  Walter 
that  the  codification  by  Congress  in  1950  was  meant  to  uphold  this  interpretation. 
Specifically  Representative  Walter  stated  that,  "It  was  never  the  intention  of  Con- 
gress to  give  the  FDIC  a  stronger  position  than  that  of  the  bank,  and  the  adoption 
of  the  amendment,  my  amendment,  is  offered  to  prove  heretofore  it  was  the  intent 
of  Congress  that  any  agreement  in  the  absence  of  fraud  is  binding  on  the  Corpora- 
tion." The  historical  roots  of  the  D'Oench  Duhme  doctrine  are  founded  in  common 
sense,  fairness,  and  equitable  justice.  The  D'Oench  doctrine  was  designed  to  protect 
the  FDIC  from  fraud  by  the  borrower,  not  to  protect  the  FDIC  from  valid  claims 
brought  by  the  "victims"  of  negligent  and  fraudulent  banking  practices. 

I>egislation  was  introdnced  in  March  1995,  to  rectify  the  problems  with  the 
D'Oench  Duhme  doctrine.  This  legislation,  S.  648,  addresses  and  corrects  current 
areas  of  misapplication  of  the  D'Oench  Duhme  doctrine  by  the  FDIC  and  RTC.  The 
specifics  of  the  legislation  include: 
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1.  S.  648  limits  the  application  of  the  DX)ench  Duhme  doctrine  to  the  assets  of  & 
failed  financial  institution. 

2.  S.  648  defines  the  exceptions  to  the  recording  requirements  of  D'Oench;  namely, 
that  those  agreements  which  are  not  ordinarily  recorded  in  the  normal  course 
of  business  cannot  be  disallowed  by  D'Oench. 

3.  S.  648  allows  claims  and  defenses  which  commence  prior  to  the  date  of  the  ap- 
pointment of  the  FDIC/RTC  as  receiver  to  be  exempt  from  D'Oench. 

4.  S.  648  allows  claims  or  defenses  based  on  alleged  torts  or  violations  of  State 
or  Federal  law  to  be  exempt  from  D'Oench  as  long  as  the  party  asserting  the 
claim  did  not  participate  in  a  scheme  to  defraud  the  financial  institution. 

5.  S.  648  clarifies  the  FDIC's  status  as  holder  in  due  course. 

6.  S.  648  prevents  the  application  of  the  D'Oench  Duhme  doctrine  to  vendor  agree- 
ments. 

Citizens  &  Business  For  D'Oench  Duhme  Reform  believes  that  S.  648,  the 
D'Oench  Duhme  Reform  Act  of  1995,  will  correct  the  inequities  that  currently  exist 
in  the  application  of  the  D'Oench  Duhme  doctrine  and  restore  a  sense  of  balance 
between  the  interest  of  the  public  versus  the  interest  of  the  individual.  S.  648  will 
allow  citizens  and  businesses  to  pursue  valid  claims  against  failed  financial  institu- 
tions without  affecting  the  original  intent  and  scope  of  the  doctrine  as  defined  by 
the  Supreme  Court  in  1942  and  the  United  States  Congress  in  1950. 


PREPARED  STATEMENT  OF  JAMES  H.  HARVEY,  JR. 

President,  T  &  J  Heating  and  Air  Conditioning,  Inc.,  Bellingham,  MA 

June  14,  1995 

I  am  James  Harvey,  41  years  old,  of  Mendon,  Massachusetts.  I  am  married  with 
three  children.  Along  with  my  brother  Tim  and  our  wives,  I  operate  a  heating,  ven- 
tilating, and  air  conditioning  business. 

Before  I  begin,  I  want  to  thank  each  of  you  Senators  personally  for  the  oppor- 
tunity to  appear  before  this  Committee  and  present  my  views  as  a  citizen.  I  believe 
that  my  thoughts  are  fully  shared  by  David  Shomphe  of  Gold  Crown  Service  Cor- 
poration, a  hardwood  fioor  subcontractor,  and  by  Arthur  Scalise,  proprietor  of  AJ 
Security  Systems.  Each  of  us  owns  and  operates  a  small,  private  business  in  central 
Massachusetts. 

In  1988,  my  company,  as  well  as  David's  and  Arthur's,  worked  as  subcontractors, 
at  a  residential  construction  project  in  Southborough,  Massachusetts,  known  as 
Presidential  Estates.  The  general  contractor  was  building  three  large  homes,  and  we 
each  provided  labor  and  materials,  primarily  during  the  summer  and  early  fall  of 
that  year. 

I  am  here  today  because  the  FDIC  has  refused  to  be  responsible  for  the  deliberate 
and  blatant  fraud  that  was  committed  by  1st  American  Bank  for  Savings,  a  failed 
bank  in  Dorchester,  Massachusetts,  that  it  had  regulated.  All  three  of  us,  as  trades- 
men and  small  business  people,  were  the  victims  of  that  fraud.  We  had  done  nothing 
wrong,  yet  we  were  stymied  by  the  FDIC  in  our  attempt  to  collect  an  absolutely  le- 
gitimate debt  that  grew  from  the  creation  of  false  purchase  and  sale  agreements, 
as  the  basis  for  the  $1,800,000  construction  loan,  for  those  three  homes  in  Presi- 
dential Estates.  The  loan  was,  in  effect,  a  speculation  scheme  on  the  construction 
and  sale  of  those  high-priced  houses,  using  our  materials  and  our  labor.  When  the 
speculative  venture  failed  because  the  houses  had  not  been  sold  while  still  under 
construction,  the  bank  officer  and  the  bank,  arbitrarily  ceased  funding  the  construc- 
tion project  with  $200,000  left  in  the  construction  loan  account.  If  the  fraudulent 
scheme  had  not  been  initiated,  obviously,  we  would  not  have  spent  our  time  and 
money  on  the  project.  If  the  bank  had  lived  up  to  its  construction  loan  contract,  then 
we  would  have  been  paid. 

The  result  of  our  work  and  expenditures  was  to  enhance  the  value  of  the  prop- 
erties. Those  properties  were  later  sold,  either  at  private  sale  or  at  public  auction, 
but  not  one  of  us  received  a  penny  from  the  proceeds  of  those  sales.  If  the  FDIC 
had  not  taken  the  bank  into  receivership,  we  could  have  maintained  our  lawsuit 
against  the  bank.  However,  when  the  FDIC  took  over  the  bank,  our  claims  against 
the  bank  were  killed.  Our  cooperation  with  the  FDIC,  after  it  became  receiver  of 
the  failed  bank,  was  met  with  the  absolutely  arrogant  application  of  the  D'Oench 
Duhme  defense.  The  most  frustrating  aspect  of  this  case  is  that  our  claims,  totaling 
a  little  more  than  $26,000,  could  have  been  settled  for  far  less  money  than  the  FDIC 
has  paid  to  its  attorneys  to  defeat  our  claims. 
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At  first  glance,  our  story  is  simple;  but,  the  more  that  we  learned,  the  more  com- 
plicated it  became.  Because  we  had  not  been  paid  in  full,  we  brought  suit  against 
the  general  contractor.  During  the  course  of  our  suit,  we  learned  that  1st  American 
Bank  for  Savings  had  agreed  to  loan  the  general  contractor,  $1,800,000  based  on 
"the  fact  that  all  three  homes  have  been  sold  under  binding  purchase  and  sale 
agreements."  That  written  statement,  found  in  the  bank's  own  documents,  was  abso- 
lutely false. 

The  general  contractor  testified  at  his  deposition  that  the  written  purchase  and 
sales  agreements  were  fraudulent  documents.  He  signed  them  at  the  insistence  of 
the  bank  officer,  an  old  acquaintance  of  his.  The  general  contractor  swore  that  the 
bank  officer  told  him  that  it  was  the  bank's  policy  to  have  such  unenforceable  pur- 
chase and  sale  agreements  available  in  the  bank's  files  in  case  of  an  audit  by  Fed- 
eral investigators. 

I  invite  you  Senators  to  look  at  these  "agreements."  You  will  quickly  see  what  is 
obvious  to  anyone  with  any  common  sense.  First,  incredibly,  both  "agreements"  were 
made  the  same  day,  October  10,  1987,  when  two  separate  buyers  each  agreed  to  pay 
exactly  $975,000  for  houses  which  had  yet  to  be  designed.  Neither  agreement  shows 
a  street  address,  telephone  number,  or  any  other  way  to  contact  the  buyer,  even  to 
ask  them  what  color  they  wanted  the  house  painted.  Both  were  witnessed  on  the 
same  day,  October  14,  1987,  by  seemingly  the  same  witness.  On  the  LeBlanc  "agree- 
ment," the  witness,  Peg  Furgerson,  signs  her  surname  F-U-R-G-E-R-S-0-N.  On  the 
McEnroy  "agreement,"  Ms.  Furgerson,  signs  F-E-R-G-E-R-S-0-N.  A  prudent  lender 
would  pause  before  loaning  even  a  nickel,  but  the  bank  agreed  to  finance  $1,800,000 
on  these  highly  questionable  papers. 

If  you  inquired,  you  would  learn,  as  we  did,  that  the  deposits  shown  on  these  doc- 
uments were  uncollected — no  one  knows  if  that  money  ever  existed.  No  one  can 
identify  either  Ms.  Furgerson,  however  she  spells  her  name,  or  Mr.  and  Mrs.  W. 
LeBlanc  of  Phoenix,  Arizona.  The  other  buyer,  Diane  McEnroy,  is  the  general  con- 
tractor's wife's  cousin,  who  has  sworn  that  she  never  signed  the  document  or  au- 
thorized anyone  to  sign  for  her.  As  a  secretary  earning  less  than  $25,000  a  year, 
she  could  not  possibly  afford  even  the  down-payment  on  this  house.  Even  the  gen- 
eral contractor  has  admitted  that  the  signature  is  not  hers.  Moreover,  despite  these 
sales  "agreements,"  shortly  after  the  general  contractor  and  the  bank  officer  signed 
the  loan  agreement  and  purchased  the  vacant  lots,  the  properties  were  listed  with 
a  real  estate  broker,  with  "For  Sale"  signs  in  front  of  the  homes  as  they  were  being 
constructed— as  we  were  working  on  them. 

About  2  months  ago,  our  case  was  called  to  trial  in  the  Worcester  (Massachusetts) 
Superior  Court.  The  suit,  at  that  stage,  was  against  only  the  general  contractor  and 
the  bank  lending  officer.  The  FDIC  had  been  dismissed  from  the  proceedings  due 
to  the  D'Oench  Duhme  doctrine.  The  documentary  evidence  included  the  two  fraudu- 
lent purchase  and  sale  agreements.  At  trial,  the  bank  officer  swore  under  oath  that 
he  did  not  know  that  the  agreements  were  fraudulent.  The  general  contractor  re- 
fused to  testify,  relying  on  his  Fifth  Amendment  privilege,  because  he  was  the  sub- 
ject of  a  Federal  Grand  Jury  investigation.  The  trial  judge  ruled  that,  as  a  matter 
of  law,  without  the  testimony  of  the  general  contractor,  we  did  not  have  sufficient 
evidence  to  hold  the  bank  officer  liable  for  damages.  (We  have  filed  an  appeal  from 
that  decision.)  The  judge  determined  that  our  only  recourse  was  against  the  general 
contractor. 

From  our  standpoint,  the  outcome  of  the  trial  is  as  ironic  as  it  is  disappointing. 
We  have  had  to  pay  an  attorney  who,  through  his  investigation,  has  uncovered  the 
fraud  that  the  FDIC,  as  the  bank's  regulators,  ought  either  to  have  prevented  or 
to  have  discovered  before  it  reached  this  stage.  Our  claim  against  the  bank  ofiicer 
died  because  of  the  Grand  Jury's  investigating  the  very  loan  transaction  that  was 
the  subject  of  our  lawsuit.  The  Grand  Jury  investigation  was  based,  at  least  in  part, 
on  information  that  we  provided  to  the  Federal  authorities.  Both  the  United  States 
Department  of  Justice  and  the  FBI  contacted  our  attorney,  and  he  provided  three 
separate  FBI  special  agents  with  all  of  the  discovery  and  investigation  material  that 
we  had  gathered,  at  our  expense.  In  other  words,  if  we  had  not  uncovered  the  fraud- 
ulent loans  and  had  not  provided  our  information  to  the  Federal  agents,  there  prob- 
ably would  not  be  a  Fecieral  investigation  of  this  wrongdoing.  That  Federal  inves- 
tigation precluded  the  introduction  of  key  evidence  at  the  trial,  and,  consequently, 
we  were  deprived  of  a  remedy  against  the  bank  officer.  In  this  light,  I  am  sure  that 
you  can  understand  our  frustration  and  skepticism  with  "the  system." 

The  results  of  the  FDIC's  actions  and  inactions  involve  far  more  than  injustice. 
The  practical  consequences  to  each  of  our  businesses  are  heavy.  Initially,  we  each 
have  lost  the  money  that  we  paid  out-of-pocket  to  buy  materials  and  to  pay  our  help. 
In  addition,  this  loss  means  that  we  each  had  less  money  available  to  hire  or  to  keep 
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our  workers  employed  or  to  invest  in  equipment.  Our  potential  profits,  and  then 
some,  went  into  the  houses  that  were  built  on  fraud. 

If  Congress  would  amend  the  relevant  statutes  in  only  small  ways,  it  would  make 
a  tremendous  difTerence  to  small  business  people  like  us.  Without  question,  delib- 
erate fraud  by  a  bank  ought  to  be  the  responsibility  of  the  FDIC.  Also,  a  claim 
against  the  bank  that  is  pending  in  court  should  be  allowed  to  continue  against  the 
FDIC.  If  the  FDIC  had  not  seized  the  bank,  we  would  have  been  permitted  to 
present  our  case  against  the  bank  itself  to  a  jury.  We  ought  to  have  the  same  oppor- 
tunity to  prove  our  case  against  the  FDIC.  Also,  in  cases  such  as  ours,  where  value 
has  been  provided  to  the  bank,  our  claims  must  survive  the  FDIC's  seizure  of  the 
bank.  Finally,  smaller  claims  such  as  ours  ought  to  be  exempt  from  absolute  dismis- 
sal. Rather,  these  claims  should,  at  least,  be  subject  to  binding  arbitration  or  medi- 
ation, if  not  a  full-scale  jury  trial. 

With  just  these  few  simple  changes  to  the  law,  we  would  be  able  to  obtain  satis- 
faction either  by  recovering  the  money  owed  to  us  or,  at  least,  by  having  our  day 
in  court. 

Thank  you  very  much  for  permitting  me  the  time  to  present  my  views. 
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Statement  of  Francis  K.  Morris,  Attorney  for 

James  H.  Harvey,  Jr.,  President,  T  &  J  Heating  and  Air  Conditioning,  Inc., 

Arthur  R.  Scalise,  Who  Does  Business  as  AJ  Security  Systems,  and 

David  L.  Shomphe,  President  of  Gold  Crown  Service  Corporation 

June  4,  1995 

My  client,  James  Harvey,  president  of  T  &  J  Heating  and  Air  Conditioning,  Inc., 
has  been  invited  to  testify  before  this  Committee.  This  statement  is  intended  to  sup- 
plement Mr.  Harvey's  testimony  and  to  provide  a  background  on  the  procedural  his- 
tory of  the  judicial  actions  underlying  and  surrounding  the  claims  involving  Mr. 
Harvey,  Artnur  Scalise,  and  David  Shomphe.  The  purpose  of  this  statement  is  to 
demonstrate  that  my  clients  have  pressed  their  claims  against  the  failed  bank,  1st 
American  Bank  for  Savings,  and  the  F'DIC  as  persistently  as  the  law  would  allow. 

In  April  1989,  I  filed  a  civil  action  in  the  Westborough  (Massachusetts)  District 
Court  on  behalf  of  Gold  Crown  Service  Corporation  ana,  then,  on  behalf  of  both  T 
&  J  Heating  and  Air  Conditioning,  Inc.,  and  Arthur  Scalise,  who  does  business  as 
AJ  Security  Systems.  These  suits,  consolidated  for  the  purposes  of  discovery  and 
trial,  asserted  claims  against  both  Witan  Developers,  Inc.,  the  entity  that,  nomi- 
nally, was  the  owner  and  developer  of  three  luxury  residences  in  Presidential  Es- 
tates, Southborough,  Massachusetts,  and  its  president,  Michael  Haberski,  for  their 
failure  to  pay  my  clients.  In  that  forum,  the  plaintiffs  obtained  writs  of  attachment 
against  the  defendants'  real  estate  in  Presidential  Estates.  Through  discovery, 
wnich  included  document  production  and  2-day  deposition  of  Mr.  Haberski,  I 
learned  of  the  false  documents  supporting  the  construction  loan. 

On  February  9,  1990,  I  filed  suit  in  the  Worcester  (Massachusetts)  Superior 
Court,  which,  by  amendment,  complained  against  not  only  Witan  Developers,  Inc. 
and  Mr.  Haberski,  but  also  1st  American  Bank  for  Savings,  the  construction  lender, 
Chris  E.  Orok,  its  assistant  vice  president  and  construction  loan  officer,  and  Richard 
Steinhoff,  the  treasurer  of  Witan  Developers,  Inc.  The  superior  court  action  sought 
equitable  relief,  to  protect  the  plaintiffs'  writs  of  attachment  in  the  face  of  the 
bank's  action  to  foreclose  on  the  construction  loan  mortgage,  as  well  as  monetary 
damages.  After  service  of  the  superior  court  complaint,  both  1st  American  Bank  for 
Savings  and  Mr.  Orok  moved  to  dismiss  the  claims  against  them,  primarily  on  the 

Sounds  of  lack  of  privity  and  no  duty  owed  to  the  plaintiffs,  as  subcontractors.  After 
11  briefing  and  two  hearings,  in  August  1990,  the  superior  court  judge  denied, 
without  qualification,  both  motions.  In  substance,  the  court  permitted  the  plaintiffs 
to  proceed  on  all  counts  against  both  of  these  defendants.  In  his  answer,  Mr.  Orok 
cross-claimed  against  the  bank,  seeking  indemnification. 

The  plaintiffs  then  moved,  in  the  superior  court,  to  consolidate  the  district  court 
actions  with  the  superior  court  suit.  In  October  1990,  when  the  FDIC  became  re- 
ceiver of  1st  American  Bank  for  Savings,  it  obtained  from  the  Massachusetts  Su- 
preme Judicial  Court  an  order  staying  all  proceedings  in  the  State  trial  courts 
against  the  bank.  Then,  1  month  later,  the  FDIC  removed  the  lawsuit  to  the  Federal 
district  court.  In  the  Federal  court,  in  September  1991,  the  FDIC  moved  to  dismiss 
the  plaintiffs'  claim  against  the  bank  (but  not  Mr.  Orok's  cross-claim)  on  the  basis 
of  D'Oench  Duhme.  Because  the  FDIC  was  allowing  Mr.  Orok's  cross-claim  to  re- 
main, the  plaintiffs  assented  to  the  dismissal  of  their  direct  claims  on  the  condition 
that  the  case  be  remanded  to  the  Worcester  Superior  Court  for  discovery  and  trial. 
The  Federal  court  entered  that  order  on  October  25,  1991. 

Before  the  action  had  been  returned  to  the  superior  court,  Richard  Steinhoff, 
treasurer  of  Witan  Developers,  Inc.,  on  December  30,  1990,  filed  for  bankruptcy, 
which  resulted  in  an  automatic  stay  until  March  1994.  Following  Mr.  Steinhoffs  dis- 
charge from  bankruptcy  and  after  the  superior  court  action  had  been  returned  to 
the  trial  list,  the  FDICJ  changed  counsel.  Its  new  attorneys  filed  motions  both  to 
delay  the  trial  and  to  dismiss  Mr.  Orok's  cross-claim  against  it,  on  the  basis  of 
D'Oench  Duhme.  The  superior  court  judge  allowed  the  motion  to  dismiss,  and  the 
plaintiffs  (but  not  Mr.  Orok)  filed  a  notice  of  appeal  from  the  dismissal  of  the  Orok 
cross-claim. 

In  March  1995,  the  plaintiffs'  claims  against  Witan  Developers,  Inc.,  Michael 
Haberski,  and  Chris  E.  Orok  were  tried.  Both  Witan  Developers,  Inc.  and  Mr. 
Haberski  were  in  default;  hence,  the  only  issue  pertaining  to  them  was  the  amount 
of  damages.  Mr.  Orok,  in  his  defense,  testified  under  oath  that  he  neither  partici- 
pated in  any  fraud  nor  knew  of  any  fraud  involved  in  the  loan  transaction.  Michael 
Haberski  asserted  his  Fifth  Amendment  right  not  to  testify  as  he  was  the  subject 
of  a  Federal  Grand  Jury  investigation.  Without  Mr.  Haberski's  testimony,  the  trial 
judge  ruled  that  the  plaintiffs  did  not  have  sufficient  evidence  to  hold  Mr.  Orok  lia- 
ole.  All  claims  against  him  were  dismissed;  the  plaintiffs  have  filed  a  notice  of  ap- 
peal from  that  order. 
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For  damages  that  total  slightly  more  than  $26,000,  the  plamtiffs  have  had  their 
claims  invoked  in  proceedinfs  in  the  local  district  court,  the  county  superior  court 
the  federal  district  court,  and  the  bankruptcy  court,  over  7  years.  The  genesis  of 
their  claTms  can  be  found  in  the  fraud  by  the  bank.  The  proceedings  to  nrosecute 
hose  claims  were  protracted  and  frustrated  by  FDIC  actions  that  were  wWly  un- 
just to  innocent  subcontractors  who  had  provided  value  to  the  construction  project, 
and  thus  to  the  bank,  and  ultimately  to  the  FDIC. 
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PREPARED  STATEMENT  OF  FRED  GALVES 

Assistant  Professor,  McGeorge  School  of  Law,  University  of  the  Pacific, 

Sacramento,  CA 

June  14,  1995 

Mr.  Chairman  and  distinguished  Members  of  the  Committee,  I  appreciate  this  in- 
vitation to  present  testimony  on  how  the  D'Oench  Duhme  doctrine,  and  its  statutory 
analogue,  12  U.S.C.  §  1823(e),  currently  operate  in  failed  bank  litigation  and  how 
they  should  be  reformed  to  prevent  injustice  to  thousands  of  innocent  borrowers, 
creditors,  and  service  providers  across  the  country.  I  applaud  your  concern  and  your 
willingness  to  address  this  issue  that  has  plagued  so  many  individuals  in  the  after- 
math of  the  recent  banking  crisis  and  S&L  debacle.  Before  criticizing  the  application 
of  the  D'Oench  doctrine  and  addressing  the  manner  in  which  it  should  be  reformed 
in  order  to  trim  the  unnecessary  and  unfair  power  of  F'ederal  bureaucracies  over  in- 
dividuals, I  briefly  want  to  address  the  legal  and  financial  framework  in  which  it 
arises. 

I.  The  Context  In  Which  D'Oench  Operates 

As  you  know,  banks  and  S&L's  are  regulated  by  several  Federal  Government 
agencies  such  as  the  OCC,  the  OTS,  the  FED,  the  FDIC,  and  the  RTC.  These  agen- 
cies oversee  the  chartering,  operation,  and  management  of  financial  institutions, 
and  even  insure  their  deposits,  all  in  an  effort  to  help  maintain  the  "safety  and 
soundness"  of,  and  the  public's  confidence  in,  the  U.S.  banking  industry.  Despite 
these  helpful  oversight  activities,  banks  and  S&L's  still  can  and  do  fail,  and  we  all 
witnessed  how  they  did  so  in  spectacular  fashion  during  the  late  1980's. 

When  a  bank  is  declared  insolvent  by  the  regulators  and  fails,  the  FDIC  takes 
over  the  bank  as  receiver  or  conservator.  As  such,  it  "steps  into  the  shoes"  of  the 
bank  and  assumes  the  responsibility  for  its  assets,  which  notably  consist  of  loans 
still  owed  to  the  bank.  This  includes  any  pending  or  potential  lawsuits  the  bank 
may  have  against  its  debtors.  The  FDIC  also  undertakes  the  responsibility  for  the 
liabilities  of  the  bank,  which  notably  consist  of  the  remaining  deposits  in  the  cus- 
tomers' accounts,  the  general  creditors  of  the  bank,  and  any  pending  or  potential 
lawsuits  against  the  bank. 

It  is  here,  in  the  particular  situations  of  a  pending  or  potential  lawsuit  by  the 
bank  against  a  former  debtor  or  a  lawsuit  by  a  creditor  against  the  bank,  where 
the  application  of  the  D'Oench  doctrine  and  §  1823(e)  arise.  The  crux  of  the  problem 
is  this:  because  of  the  application  of  the  D'Oench  doctrine  and  §  1823(e),  many  of 
the  valid  defenses  and  counterclaims  a  former  debtor  would  otherwise  have  against 
the  bank  if  the  bank  were  still  solvent,  are  barred  once  the  bank  fails  and  is  taken 
over  by  the  FDIC. 

For  example,  a  borrower  who  is  completely  unaware  of  a  bank  officer's  fraud  in 
procuring  a  loan,  would  not  be  able  to  raise  the  defense  of  fraudulent  inducement 
in  a  lawsuit  adjudicated  after  the  bank  fails  and  the  FDIC  takes  control.  This  is 
only  one  of  many  such  egregious  examples  of  injustice  about  which  I  am  sure  we 
shall  hear  much  today.  However,  in  the  zeal  to  reform  the  D'Oench  doctrine,  one 
should  not  lose  sight  of  the  fact  that  the  D'Oench  doctrine,  at  its  core,  does  serve 
some  legitimate  purposes  as  the  FDIC  and  RTC  representatives  have  underscored 
in  their  testimony.  Although  the  D'Oench  doctrine  and  §  1823(e)  should  not  be  com- 
pletely abolished,  the  need  for  significant  reform  is  critical  to  remove  the  unneces- 
sary and  unfair  powers  the  Government  has  against  individuals  in  failed  bank  liti- 
gation. 

n.  The  Original  D'Oench  Case  and  Its  Policy  Justifications 

In  1942,  the  U.S.  Supreme  Court  decided  the  D'Oench  case.^  Briefiy  summarized, 
D'Oench,  Duhme  &  Co.,  a  securities  dealer,  sold  some  bonds  to  Belleville  Bank  & 
Trust  Co.,  but  later  defaulted.  To  remove  these  past  due  bonds  from  its  books, 
D'Oench  executed  promissory  notes  to  the  bank,  covering  the  value  of  the  defaulted 
bonds.  There  was  a  secret  agreement  between  D'Oench  and  the  bank,  however,  that 
the  promissory  notes  were  never  to  be  collected.  The  FDIC  later  obtained  one  of 
these  notes  as  partial  collateral  for  a  $1,000,000  loan  it  made  to  the  failing  bank, 
but  when  the  FDIC  sought  to  collect  on  the  note,  D'Oench  claimed  that  the  note 
was  not  enforceable.  The  Court  rejected  that  defense  and  found  that  D'Oench  was 
liable,  since  it  had  participated  in  making  the  bank  appear  more  financially  solid 
than  it  actually  was. 


^D'Oench,  Duhme  &  Co.  v.  FDIC,  315  U.S.  447  (1942). 
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The  underlying  policy  supporting  the  D'Oench  doctrine  is  that  bank  examiners 
must  be  able  to  rely  on  a  bank's  written  records  regarding  the  existence  of  side 
agreements  that  may  impair  or  affect  the  value  of  any  asset  of  the  bank.  Therefore, 
the  application  of  the  D'Oench  doctrine  does  not  cause  an  injustice  when  the  bor- 
rower, along  with  the  bank,  deceives  bank  examiners  by  not  having  their  agreement 
written  in  the  bank's  ofiicial  records  for  the  examiners  to  review  and  record. 

rn.  The  Expansion  of  D'Oench  and  §  1823(e) 

Unfortunately  for  many  borrowers  in  the  last  decade,  that  original  limited  appli- 
cation has  been  expanded  beyond  recognition.  The  current  broad  scope  of  the  appli- 
cation and  interpretation  of  the  D'Oench  doctrine  and  §  1823(e)  very  often  results 
in  completely  innocent  former  debtors,  creditors,  and  others  losing  their  otherwise 
legitimate  claims  and  defenses. 

The  beginning  of  the  expansion  of  the  D'Oench  doctrine  took  place  in  1950,  when 
Congress  enacted  the  doctrine's  statutory  counterpart,  12  U.S.C.  §  1823(e)  to  provide 
a  means  for  a  customer  to  enforce  a  legitimate  side  agreement  with  the  financial 
institution  in  the  event  that  the  institution  failed.  In  reality,  the  statute  simply  ex- 
panded the  scope  and  power  of  the  D'Oench  doctrine  to  defeat  such  side  agreements 
or  bank  representations  by  making  it  very  difficult  for  an  innocent  customer  to  com- 
ply with  the  four  requirements  of  the  statute.  The  statute  has  been  amended  at  var- 
ious times  in  recent  years  but  currently,  12  U.S.C.  §  1823(e)(1)  provides,  in  pertinent 
part,  the  following  (and  I  am  paraphrasing): 

It  bars  nearly  every  conceivable  claim  or  defense  arising  from  any  oral,  and  even 
many  written,  agreements  with  the  lender  that  tends  to  diminish  or  defeat  the  in- 
terest of  the  FDIC,  unless  that  agreement. 

(A)  is  in  writing;  and 

(B)  was  executed  contemporaneously  with  the  acquisition  of  the  asset  by  both  the 
lending  institution  and  the  borrower;  and 

(C)  was  approved  by  the  lending  institution's  board  of  directors  or  its  loan  com- 
mittee, and  such  approval  is  reflected  in  the  minutes  of  the  board  or  loan 
committee  meeting;  and, 

(D)  continuously  has  been  an  official  record  of  the  depository  institution  since  the 
execution  of  the  agreement. 

The  Supreme  Court  gave  a  very  strict  and  literal  interpretation  of  §  1823(e),  in 
the  1987  case  of  Langley  v.  FDIC.  There,  the  borrowers  executed  a  promissory  note 
to  the  bank  in  exchange  for  a  large  portion  of  land.  The  Langleys  claimed  that  the 
bank  orally  misrepresented  the  actual  size  and  value  of  the  land  and,  therefore,  re- 
fused to  pay  the  first  installment  due  on  the  promissory  note.  When  the  bank  sued 
to  collect,  the  Langleys  claimed  they  were  fraudulently  induced  to  sign  the  note. 
They  asserted  that  they  were  not  subject  to  §  1823(e)  because  the  oral  misrepresen- 
tations of  the  bank  were  not  "agreements." 

Justice  Scalia,  writing  for  a  unanimous  Court,  was  not  swayed  by  the  plight  of 
the  Langleys,  finding  that  the  term  "agreement"  in  §  1823(e)  must  be  read  broadly. 
The  Court  then  concluded  that  the  truth  of  an  express  oral  warranty  by  the  bank 
is  to  be  construed  as  an  "agreement"  within  the  meaning  of  §  1823(e),  and  therefore 
must  be  written.  Finally,  the  Court  ruled  that  fraud  in  the  inducement  cannot  be 
used  as  a  valid  defense  to  §  1823(e). 

Langley  thus  expanded  the  D'Oench  doctrine  by  reinterpreting  §  1823(e)  to  include 
any  agreement,  not  simply  a  "secret  agreement  or  participation  in  a  "scheme  that 
tends  to  deceive."  Langley  has  subsequently  allowea  courts  to  apply  §  1823(e)  as  a 
strict  liability  statute  without  the  eauitable  underpinnings  of  D'Oench.  In  effect, 
Langley  allows  the  FDIC  to  use  the  D'Oench  doctrine  to  prevent  a  borrower  from 
bringing  forward  a  legitimate  fraud  claim  against  a  bank,  even  though  the  borrower 
had  not  engaged  in  any  culpable  conduct  whatsoever.  This  requirement  applies  even 
when  the  FDIC  clearly  is  aware  of  the  side  agreement/' 

In  1989,  Congress  enacted  FIRREA,  which,  among  many  other  things,  expanded 
§  1823(e)  to  apply  to  the  FDIC  in  its  receivership  form  as  well  as  its  corporate  form. 
This  greatly  broadened  the  effect  of  the  D'Oench  doctrine  and  §  1823(e)  oecause  the 
FDIC  and  RTC  could  use  the  doctrine  and  statute  in  many  more  instances.  Unfor- 
tunately, PTRRFIA  also  implicitly  acknowledged  the  expansion  of  D'Oench  by  Lang- 
ley and  previous  case  law. 

That  is  why  I  suggest  that  in  addition  to  reforming  the  D'Oench  doctrine,  the 
D'Oench  Duhme  Reform  Act  should  explicitly  overrule  Langley  to  the  extent  that  it 


2  484  U.S.  86(1987). 

^FDIC  V.  Gardner,  606  K.Supp.  1484,  1487  (S.D.M.S.  1992). 

'*  §  182.3(c)  has  been  deemed  to  apply  to  the  RTC  as  well  as  the  FDIC  by  subsequent  case  law. 
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is  inconsistent  with  the  findings  and  purposes  of  the  Act.  It  is  against  that  general 
backdrop,  and  the  Supreme  Court's  very  strict  interpretation  of  §  1823(e)  in  Langley, 
that  the  four  requirements  of  §  1823(e)(1)  should  be  reformed.'^ 

A.  §  1823(e)(l)(A)'s  Writing  Requirement 

The  first  and  most  elemental  requirement  of  §  1823(e)'s  "categorical  recording 
scheme,"  is  a  writing  requirement  for  side  agreements.  In  keeping  with  the  purposes 
of  §  1823(e)  as  stated  in  Langley,  a  writing  requirement  is  an  historically  and  legally 
sound  means  for  recordkeeping  and  prudent  loan  consideration.  No  commentator  or 
policymaker  has  proposed  dismissing  this  particular  requirement  and  simply  relying 
on  the  word  of  the  parties.  Therefore,  this  requirement  should  be  maintained. 

However,  I  also  suggest  that  borrowers  should  expressly  be  made  aware  of  the 
possible  application  of  §  1823(e)  and  its  requirements  whenever  they  obtain  a  loan. 
Such  could  be  accomplished  with  a  simple  disclosure  requirement  and  special  filing 
system,  the  advantages  of  which  I  will  discuss  in  more  detail  later.  In  short,  the 
system  would  inform  borrowers  that  they  must  put  in  writing  any  side  agreement 
or  relied  upon  bank  representation  regarding  the  loan  and  file  it  directly  with  the 
regulators. 

B.  §1823(e)(l)(B)'s  Contemporaneous  Requirement 

The  second  requirement  of  §  1823(e)(1)  is  that  the  agreement  must  have  been  exe- 
cuted contemporaneously  with  the  acquisition  of  the  loan  by  the  bank.  The  purpose 
of  this  contemporaneous  requirement  is  to  ensure  sound  lending  practices  and  to 
prevent  fraudulent  schemes  such  as  the  one  in  the  D'Oench  case.  Specifically,  this 
requirement  prevents  the  fraudulent  insertion  of  new  terms,  with  the  collusion  of 
bank  employees,  when  a  bank  appears  headed  for  failure.  Unfortunately,  this  re- 
quirement also  has  left  borrowers  with  the  substantial  risk  that  a  modification  of 
their  loan  agreements  would  not  be  enforced. 

For  example,  the  court  in  Cardente  v.  Fleet  Bank  of  Maine  ^  refused  to  accept  the 
plaintiffs  contention  that  several  loan  documents,  going  into  efTect  at  the  same 
time,  constituted  a  single  closing  binder  and  thus  were  executed  "contempora- 
neously." The  court  supported  its  decision  citing  an  extensive  string  of  cases  imply- 
ing that  nothing  short  of  same  day  execution  would  satisfy  this  requirement.'  Again, 
the  strict  application  of  the  language  of  §  1823(e)  oflen  makes  the  courts  reach  ab- 
surd and  unjust  results,  all  the  while  thinking  they  are  doing  justice  because  they 
are  simply  applying  the  statute. 

In  response  to  this  troubling  interpretation,  many  borrowers  have  attempted  to 
invoke  equitable  arguments  to  satisfy  the  contemporaneous  requirement  with  mixed 
results.  For  instance,  in  RTC  v.  Midwest  Fed.  Sau.  Bank  of  Minot,^  the  commitment 
letter  was  executed  more  than  2  months  prior  to  the  final  loan  documents.  In  a  vic- 
tory for  common  sense,  the  Minot  court  held  that  in  the  nature  of  a  large  real  estate 
loan,  "contemporaneous"  may  mean  within  several  months.  This  court's  finding, 
however,  serves  to  demonstrate  that  a  court  must  hedge  on  the  interpretation  of 
§  1823(e)  in  order  to  do  justice  and  essentially  ignore  the  overwhelming  case  law 
abiding  by  the  letter  o^  Langley.  Reforming  §  1823(e)  will  ensure  that  future  judges 


^ See  suggested  statutory  language,  infra. 

8  796  F.Supp.  603  (Me.  1992). 

''Id.  at  611.  Under  Section  1823(e)(1)(B),  an  agreement  not  executed  by  the  bank  "contempora- 
neously with  the  acquisition  of  the  asset"  by  that  bank  cannot  serve  to  defeat  the  FDIC's  inter- 
est in  that  asset.  See  FDIC  v.  P.L.M.  International  Inc.,  834  F.2d  248,  253  (1st  Cir.  1987)  (re- 
lease agreement  dated  April  17,  1983,  was  not  executed  contemporaneously  with  the  letter  of 
guaranty  dated  December  31,  1981);  FDIC  v.  Cremona  Co.,  832  F.2d  959,  962  (6th  Cir.  1987) 
(Partnership  Agreement  dated  April  12,  1974,  was  not  executed  contemporaneously  with  the  ac- 
quisition of  any  of  the  notes  by  the  bank,  and  presented  to  and  signed  by  the  defendant  at  the 
same  time  as  one  of  the  notes),  cert,  dismissed,  485  U.S.  1017  (1988);  FDIC  v.  La  Rambla  Shop- 
ping Center,  791  F.2d  215,  220  (1st  Cir.  1986)  (the  1968  lease  that  is  the  subject  of  Defendant's 
counterclaim  was  not  executed  contemporaneously  with  the  note  that  evidences  the  1970  loan; 
Fleet  Bank  of  Maine  v.  Steeues,  785  F.Supp.  209,  215  (D.  Me.  1992)  ("The  Agreement  was  exe- 
cuted approximately  nine  months  before  the  First  Note  and  more  than  two  years  before  the  Eq- 
uity Line  Agreement.  It  therefore  fails  to  meet  the  second  requirement  under  Section 
1823(eX2).");  FDIC  v.  Friedland,  758  F.Supp.  941,  943  (S.D.  N.Y.  1991)  (investment  agreement 
dated  May  10,  1984,  was  not  executed  contemporaneously  with  acquisition  on  the  same  date 
of  a  promissory  note  by  the  bank  and,  therefore,  said  agreement  was  not  binding  on  FDIC  under 
§  1823(e). 

*4  F.3d,  1490,  1500  (9th  Cir.  1993)  (commitment  letter  executed  more  than  two  months  prior 
to  the  final  loan  documents  satisfied  contemporaneous  requirement  of  §  1823(e));  but  see  RTC 
V.  Crow,  763  F.Supp.  887  (N.D.  TX  1991)  (alleged  commitment  letters  given  months  after  asset 
acquired  by  bank  did  not  satisfy  §  1823(e)). 
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will   not  have  to  perform  such  intellectual   and  definitional  contortions  simply  to 
apply  §  1823(e)  in  a  commercially  reasonable  and  just  way. 

Without  reform,  this  contemporaneous  requirement  will  remain  an  arbitrary  bar- 
rier to  fair  defenses  and  claims  by  borrowers.  If  the  otherwise  legitimate  agreement 
was  not  executed  on  the  same  day  as  the  underlying  loan,  the  FDIC  can  escape  re- 
sponsibility for  that  agreement  when  it  steps  into  the  shoes  of  the  failed  bank.  Col- 
lection on  the  loan  then  becomes  an  easy  windfall  instead  of  a  difficult  and  perhaps 
unsuccessful  collection  lawsuit.  Such  is  not  a  sound  policy  reason  for  denying  other- 
wise legitimate  claims  and  defenses  of  borrowers.  The  dismissal  of  all  claims  and 
defenses  comes  at  the  expense  of  making  the  borrower  pay  the  cost  of  bank  failures 
rather  than  the  FDIC's  insurance  fund.  For  these  reasons,  this  requirement  should 
be  stripped  from  §  1823(e).  The  D'Oench  Duhme  Reform  Act  does  this  and  I  urge 
that  it  snould  remain  a  part  of  any  reform. 

C.  §1823(eXl)(C)'s  Requirement  to  Obtain  the  Approval  of  the  Bank  Board 
OR  Loan  Committee 

The  third  requirement  of  §  1823(e)(1)  provides  that  the  bank  must  consider,  ap- 
prove, and  record  the  loan  transaction.  Accordingly,  the  courts  are  directed  to  con- 
sult the  minutes  of  either  the  board  of  directors'  or  the  loan  committee  to  (1)  assure 
the  prudent  consideration  of  a  loan  by  senior  bank  officials  before  a  loan  is  made 
and  (2)  protect  against  collusive  reconstruction  of  loan  terms  by  certain  lower-level 
bank  ofiicials  and  borrowers.  Perhaps  the  most  problematic  aspect  about  this  re- 
quirement is  that  often  the  borrower  is  not  sophisticated  enough  to  know  that  even 
though  a  high-level  officer  like  a  bank  director  approves  the  loan,  the  loan  still  must 
be  documented  in  the  appropriate  official  minutes  for  the  agreement  to  have  any 
enforceability  against  the  FDIC  or  RTC,  should  the  institution  fail. 

For  example,  in  RTC  v.  Wilson^  thrift  officials  convinced  Wilson  to  consolidate  his 
partnerships  prior  loans  with  an  additional  loan  into  one  single  loan  in  Wilson's 
name  only.  Thrift  officials  assured  Wilson,  both  orally  and  in  a  letter  from  the  Exec- 
utive Vice  President  of  the  thrill,  that  he  would  be  responsible  for  only  50  percent 
of  the  loan.  This  letter,  representing  a  side  agreement,  never  made  it  to  the  meeting 
minutes  of  the  loan  committee  or  the  board  of  directors.  Applying  the  strict  lan- 
guage of  §  1823(e),  the  court  held  for  the  RTC. 

As  if  the  gauntlet  of  §  1823(e)  were  not  difficult  already,  getting  a  written  agree- 
ment into  the  official  minutes  may  not  be  enough  to  satisfy  the  requirements,  re- 
gardless of  any  other  considerations.  One  court  found  that  the  draft  minutes  of  a 
board  meeting  did  not  satisfy  the  requirement  since  the  final,  "official"  board  min- 
utes did  not  reOect  the  agreement. '° 

This  demonstrates  that  the  authorization  requirement,  like  the  other  §  1823(e)  re- 
quirements, is  strictly  interpreted.  Nevertheless,  it  still  leaves  many  questions  un- 
answered. What  about  a  standing  resolution  of  the  board?  It  is  likely  that  a  court, 
strictly  applying  §  1823(e),  would  rule  that  such  did  not  meet  the  statutory  require- 
ment because  it  is  not  referred  to  specifically  in  the  statute.  Similarly,  what  about 
the  vote  of  an  executive  committee  or  other  committee  of  the  board?  Recall,  §  1823(e) 
merely  states  board  or  loan  committee  minutes;  thus,  a  strict  interpretation  of  the 
statute  would  again  result  in  a  finding  that  the  requirement  would  not  have  been 
satisfied.  Also,  what  level  of  detail  must  be  incorporated  into  the  minutes;  do  the 
minutes  need  to  spell  out  each  and  every  specific  term  of  the  agreement  or  merely 
the  fact  that  an  agreement  exists?  This  requirement  should  be  eliminated.  Even  the 
FDIC  and  the  RTC  agree  that  this  requirement  is  too  burdensome  for  borrowers.^ ^ 

The  D'Oench  Duhme  Reform  Act  replaces  this  authorization  requirement  with 
general  language  about  agreements  executed  in  the  "ordinary  course  of  business"  by 
employees  with  "authority."  This  language  is  clearly  an  improvement,  but  it  leaves 
the  courts,  once  again,  with  the  difficult  task  of  determining  the  threshold  for  bank 
authorization.  These  new  terms  are  ripe  with  ambiguity  and  will  no  doubt  lead  to 
litigation  which  I  shall  discuss  shortly. 

Tnese  difficulties  would  be  greatly  alleviated  with  a  disclosure  and  filing  system. 
The  borrower  would  be  informed  about  the  requirements  of  §  1823(e)  by  having  to 
submit  an  §  1823(e)  filing  form  directly  with  the  regulators  instead  of  just  the  finan- 
cial institution  (assuming  they  choose  to  protect  the  enforceability  of  any  agree- 
ment). Although  the  disclosure  system  I  propose  may  not  by  itself  ensure  that  each 


^RTCv.  Wilson,  851  F.Supp.  141  (D.N.J.  1994). 

'°«7'C  V.  Rufigiero,  911  F.2d  309,  316  (7th  Cir.  1992). 

"The  FDKVRTC'  guidelinoH  sumLjoKt  thai  although  agreement  mu.st  bo  kept  continuously  in 
the  bank's  official  records,  usage  of  the  D'Oench  doctrine  or  §  1823(e)  in  these  situations  is  sub- 
ject U)  a  case-by-case  headquarter's  review.  In  any  event,  the  decision  is  ultimately  left  to  the 
agency's  discretion.  See  Reed,  Kenneth  C,  Use  of  D'Oench  Duhme  to  Ease  Up,  FDIC  Says,  THK 
Banking  Attohnky,  vol.  5,  no.  7,  p.  1,  February  20,  1995. 
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and  every  unsophisticated  borrower  will  fully  understand  all  of  the  intricacies  of 
§  1823(e),  it  would  be  a  dramatic  improvement  when  compared  to  the  status  quo. 

D.  §1823(e)(l)(D)'s  Continuous  and  Official  Recordation  Requiremknt 

The  final  and  perhaps  most  egregious  reauirement  of  §1823(eKl)  is  that  a  valid 
side  agreement  must  have  been  continuously,  from  the  time  of  its  execution,  an  of- 
ficial record  of  the  bank."  The  main  problem  here  is  that  the  borrower  has  no  con- 
trol over  this  requirement:  whether  the  agreement  was  in  the  official  records  and 
whether  it  was  continuously  kept  there  is  under  the  unilateral  control  of  the  institu- 
tion. Since  banks  do  not  allow  private  individuals  to  inspect  bank  files,  there  is  no 
way  a  borrower  can  protect  himself  against  the  unilateral  control  of  the  bank.  Con- 
sequently, the  borrower  often  ends  up  at  the  mercy  of  the  institution  or  its  officers. 

For  example,  suppose  a  hypothetical  bank  is  to  be  examined  for,  among  other 
things,  portlblio  weaknesses  in  the  bank's  loan  files.  Naturally  the  bank  employees 
want  for  the  bank's  loan  portfolio  to  appear  as  strong  as  possible  with  no  contingent 
liabilities  evidenced  by  §  1823(e)  side  agreements  or  possible  misrepresentation 
claims.  A  dishonest  hypothetical  bank  officer,  however,  might  simply  physically  re- 
move the  side  agreement  from  the  bank's  official  files  in  order  to  hide  tne  contingent 
weakness  of  the  loan(s)  from  the  examiners.  Moreover,  the  document  might  simply 
by  misfiled  or  get  lost  as  an  honest  mistake.  In  any  event,  the  bank's  Federal  exam- 
iner charged  with  checking  the  bank's  books  for  general  "safety  and  soundness," 
would  never  see  the  memorialized  side  agreement(s)  during  an  annual  or  semi-an- 
nual examination  of  the  bank  and  therefore  would  not  record  or  acknowledge  the 
side  agreement.  Thus,  if  that  hypothetical  bank  were  to  fail,  the  FDIC,  pursuant 
to  the  D'Oench  doctrine  and  §  1823(e),  could  later  successfully  claim  that  the  par- 
ticular side  agreement  entered  into  between  the  bank  and  the  borrower  would  be 
unenforceable  because  the  side  agreement  would  not  have  been  "continuously  an  of- 
ficial bank  record,"  notwithstanding  the  hypothetical  bank  officer's  unethical  and  ob- 
jectionable actions,  or  the  occurrence  of  an  nonest  misfiling  mistake. 

Under  Langley,  the  courts  have  applied  this  requirement  very  strictly  leading  to 
extremely  harsh  results.  For  example,  the  court  in  RTC  v.  McCrory^^  held  that  the 
requirement  prohibited  any  claims  and  defenses  based  on  a  letter  agreement  that 
was  not  found  in  the  thrift's  files.  The  letter  agreement  in  this  case  had  been  fully 
executed,  but  was  kept  in  the  files  of  the  thrill's  attorney,  who  had  offices  on  the 
same  fioor  of  the  same  building  as  the  thrift.  The  agreement,  however,  had  been 
referenced  in  other  documents  kept  in  the  thrill's  files.  Still,  the  court  declined  to 
define  what  would  satisfy  this  requirement,  reasoning  that  strict  adherence  to 
§  1823(e)  was  needed  so  that  the  RTC  could  make  an  overnight  evaluation. 

In  addition  to  unjust  results,  there  are  many  questions  left  unanswered  by  the 
case  law  in  this  area.  For  example,  what  exactly  should  "continuous"  mean?  Pre- 
sumably bank  officers  might  remove  the  agreement  during  a  bank  examination, 
such  that  it  is  never  seen  or  recorded  by  the  examiners  during  an  on-site  examina- 
tion and  audit  of  the  bank's  files.  The  officer  could  then  place  the  agreement  back 
into  the  "official"  files.  Technically,  however,  it  is  no  longer  a  "continuous  record" 
in  the  ofiicial  files  as  its  continuity  obviously  would  have  been  interrupted.  Simi- 
larly, we  have  seen  that  it  is  difficult  to  ascertain  what  is  an  "official"  bank  record. 

The  D'Oench  Duhme  Reform  Act  recognizes  the  inequity  of  this  recording  require- 
ment and  eliminates  it.  However,  if  it  is  not  extinguished,  then  there  must  be  some 
reform  or  guideline  that  truly  gives  the  borrower  protection  from  the  nefarious  acts 
of  bank  oificials.  The  disclosure  and  filing  system  I  propose  would  effectively  ad- 
dress this  particular  problem  because  the  agreement  would  be  filed  directly  with  the 
regulators  and  thus  would  not  be  subject  to  any  manipulation  of  the  agreement  by 
bank  employees  nor  would  the  borrower  be  at  the  mercy  of  the  bank  s  unilateral 
action  regarding  the  physical  location  of  the  agreement. 

The  preceding  issues  are  perhaps  the  most  glaring  problems  with  §  1823(e)  as  it 
currently  stands.  Although  tne  D'Oench  Duhme  Reform  Act  clearly  addresses  these 
problems,  and  should  be  enacted,  there  are  certain  ambiguities  as  the  bill  now  is 
written  that  might  be  changed. 

IV.  S.  648— The  "D'Oench  Duhme  Reform  Act" 

Section  2(a)(3) — lines  10-15 — of  the  "F'indings  and  I\irposes  of  the  Act,"  should 
be  understood  as  a  complete  repeal  and  amendment  of  the  current  §  1823(e)  to 
underscore  the  strong  break  with  the  current  overly  broad  interpretation  of  §  1823(e) 
by  some  State  and  Federal  courts.  Such  also  would  emphasize  and  demonstrate 
Congress'  clear  legislative  intent  to  have  the  amended  §  1823(e)  interpreted  far  more 
narrowly  and  thus  consistent  with  the  original  limited  scope  of  the  D'Oench  doctrine 


1^951  F.2d  68  (5lh  Cir.  1992). 
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and  the  original  §  1823(e).  I  also  recommend  that  the  section  explicitly  refer  to  the 
Langley  case  and  in  section  2(b)(2)  curtail  the  broad  interpretation  of  the  term 
"agreement"  in  Langley  so  that  it  does  not  include  non-promissory  statements  or 
failures  to  make  statements. 

Next,  subsection  3(e)(1)— lines  5-9 — requires  that  any  enforceable  agreement 
against  the  FDIC  must  be  in  writing  and  'executed  in  the  ordinary  course  of  busi- 
ness by  .  .  .an  officer  or  other  employee  or  representative  of  [the  bank]  having  the 
authority  to  execute  such  an  agreement  on  behalf  of  the  institution." 

Each  of  these  phrases  may  be  breeding  grounds  for  interpretations  which  could 
eviscerate  the  goals  of  the  Act.  The  FDIC  might  argue,  for  example,  that  the  par- 
ticular side  agreement  was  "unique"  or  posed  'special  circumstances"  that  place  the 
agreement  "outside  the  ordinary  course  of  business."  Similarly,  the  FDIC  may  be 
able  to  escape  the  enforceability  of  the  agreement  if  it  can  argue  that  the  bank  offi- 
cer or  employee  upon  whom  the  innocent  borrower  relied  in  reaching  the  agreement 
did  not  have  actual  authority  to  bind  the  financial  institution  within  the  meaning 
of  the  statute. 

Subsection  3(e)(2)  presents  similar  interpretive  problems.  Subsection  (e)(2)(A) — 
lines  15-18 — allows  a  borrower  to  advance  a  "claim  or  defense  that  does  not  relate 
to  an  agreement  affecting  an  asset  acquired  from  the  insured  depository  institution 
by  the  [FDIC]."  The  qualifying  phrase  "does  not  relate"  is  open  to  a  wide  range  of 
interpretation.  Conceivably,  a  court  might  decide  that  the  nexus  in  relatedness  does 
not  have  to  be  tightly  drawn  and  therefore  certain  claims  and  defenses  may  be 
deemed  "related"  to  anecting  some  asset  acquired  from  the  institution,  such  that  the 
lack  of  a  written  agreement  might  still  bar  the  claim  or  defense.  The  degree  of  relat- 
edness should  be  clarified  in  tne  legislative  history  so  that  courts  would  be  given 
some  guidance  in  interpreting  this  pnrase.  Perhaps  adding  the  term  "substantially" 
into  the  language,  so  that  it  reads  "...  an  agreement  subslantially  affecting  an 
asset  .  .  ."  will  nelp  courts  to  understand  that  only  agreements  that  substantially 
affect  the  asset  are  related  to  it  and  therefore  must  be  written  to  satisfy  §  1823(e). 

Also,  subsection  (e)(2)(B) — lines  19-22 — makes  an  exception  for  the  requirement 
of  a  writing  for  any  claim  or  defense  that  does  not  relate  to  transactions  that,  in 
the  normal  course  of  business,  would  not  be  reflected  in  the  transaction  records  of 
the  institution.  But  who  is  to  decide  what  is  "in  the  normal  course  of  business"? 
Again,  depending  upon  how  narrowly  or  broadly  the  court  defines  this  phrase,  the 
borrower  may  or  may  not  be  able  to  use  the  claim  or  defense. 

Moreover,  is  the  "normal  course  of  business"  going  to  be  an  obiective  uniform 
standard  throughout  the  country  for  big  and  small  banks  alike,  or  will  there  be  sub- 
jective, geographical  determinations  oi  the  phrase  "in  the  normal  course  of  busi- 
ness," and  will  such  subjective  standards  further  be  manipulable  depending  upon 
whether  the  institution  is  a  large,  urban  bank  or  a  smaller,  rural  bank?  Finally, 
what  is  the  difference  between  "ordinary"  course  of  business  and  "normal"  course 
of  business?  Here,  too,  legislative  history  should  provide  the  courts  with  some  guid- 
ance on  these  issues.  I  concur  with  Professor  Swire's  suggestion  that  the  subjectivity 
allowed  by  the  phrase  "in  the  ordinary  course  of  business"  might  be  eliminated  by 
using  a  more  oojective  standard,  such  as  the  phrase  "which  conform  to  industry 
standards." 

Subsection  (e)(2)(C)— lines  23-25;  1-2 — provides  that  a  "claim  or  defense  filed  in 
a  judicial  proceeding  more  than  90  days  before  [the  FDIC  is  appointed  as  receiver 
or  conservator]"  will  not  be  subject  to  §  1823(e)(1).  Individuals  and  borrowers  often 
have  a  good  sense  that  their  bank  is  in  financial  trouble.  Thus,  the  90  day  exception 
is  necessary  because,  without  it,  the  consequence  could  be  the  hastening  of  the  fail- 
ure of  a  bank  already  in  financial  trouble.  As  a  result,  there  may  be  something  akin 
to  a  "bank  run,"  where  individuals,  fearful  that  their  institution  may  fail,  file  claims 
to  "save"  those  claims  from  any  application  of  §  1823(e). 

When  a  bank  is  failing,  it  needs  customer  confidence,  not  a  rush  of  lawsuits 
against  it  to  save  claims.  A  disclosure  and  filing  requirement,  however,  would  obvi- 
ate this  particular  problem  as  all  borrowers  would  have  been  made  aware  of  the 
§  1823(e)  requirements  about  putting  any  side  agreement  in  writing  and  filing  it 
with  the  appropriate  regulators  long  before  the  bank  would  have  begun  to  fail.  Nine- 
ty days  appears  to  be  enough  time. 

F'inally,  subsection  (e)(2)(D),  as  it  is  written,  might  be  misunderstood  to  exclude 
a  very  important  class  of  cases.  The  provision  states  that  the  requirement  of  a  writ- 
ing will  not  be  necessary  for  "intentional  torts."  A  general  tort  exception  is  impor- 
tant because  it  ensures  that  the  D'Oench  doctrine  and  §  1823(e)  will  not  be  used 
against  an  individual  who,  for  example,  slips  and  falls  in  the  bank  lobby,  then  at- 
tempts to  claim  against  the  F'DIC  as  receiver  when  the  bank  fails.  Such  an  individ- 
ual should  be  able  to  pursue  a  tort  claim  without  having  it  barred  by  §  1823(e)  for 
failure  to  obtain  a  writing.  The  problem,  however,  is  that  the  term  "intentional"  tort 
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limits  the  scope  of  such  actions  to  intentional  battery  or  assault  (i.e.,  where  a  bank 
ofTicer  walks  up  and  punches  a  customer  in  the  nose).  To  alleviate  this,  the  term 
"intentional"  should  be  clarified  so  that  it  does  not  stop  an  innocent  victim  of  the 
bank's  negligence  from  suing  or  defending  against  the  bank  should  the  bank  fail  and 
be  taken  over  by  the  FDIC. 

Technically,  subsection  (e)(2)(A)  does  include  negligence  torts,  as  they  would  not 
be  "related  to  an  agreement  affecting  an  asset  acquired  from  the  depository  institu- 
tion." But  the  legislative  history  should  be  clear  on  the  point  that  both  negligence 
and  intentional  torts  are  excepted  from  the  application  of  §  1823(e). 

V.  Additional  Disclosure  and  Reporting  Proposal 

As  previously  mentioned,  I  urge  the  addition  of  a  simple  disclosure  requirement. 
One  of  the  major  problems  with  the  D'Oench  doctrine  is  that  borrowers  and  other 
innocent  "victims"  are  unaware  of  the  D'Oench  doctrine  and  §  1823(e)  "until  it  is  too 
late."  A  disclosure  system,  however,  would  make  all  borrowers  aware  of  §  1823(e) 
and  its  requirements.  Bankers  would  be  required  to  inform  all  potential  borrowers 
that  if  the  Dorrower  does  not  reduce  to  a  writing  any  side  agreement  with  the  bank, 
or  any  verbal  representation  made  by  the  bank  regarding  the  loan,  then  that  agree- 
ment or  representation  will  not  be  recognized  if  the  bank  fails  and  is  taken  over 
by  the  FDIC.  In  this  system,  the  bank  would  be  required  to  provide  a  simple  filing 
form  for  the  borrower  to  file  the  side  agreement  or  verbal  representation  directly 
with  the  Federal  regulators,  instead  of  filing  it  only  with  the  bank. 

My  proposed  disclosure  system  would  benefit  all  relevant  parties  concerned,  while 
remaining  consistent  with  the  goals  of  the  "D'Oench  Duhme  Reform  Act."  First,  bor- 
rowers would  benefit  by  being  made  aware  that  they,  in  effect,  are  allowed  to  obtain 
"enforcement  insurance"  for  any  legitimate  side  agreements,  should  their  institu- 
tions fail.  As  a  result,  they  would  be  able  to  enforce  their  legitimate  side  agreements 
with  the  institution,  and/or  relied  upon  representations  made  by  the  institution, 
both  against  the  institution  (in  the  event  the  institution  does  not  fail)  and  against 
the  F'DIC  (in  the  event  the  institution  does  fail). 

The  financial  institutions  also  would  benefit  because  if  they  do  not  fail,  they 
would  be  able  to  argue  that  a  borrower  should  not  be  able  to  rely  upon  any  alleged 
oral  side  agreements  or  verbal  representations  in  order  to  escape  repayment  of  the 
loan.  This  is  due  to  the  fact  that,  under  this  proposal,  a  borrower  relying  on  such 
an  alleged  agreement  or  representation  by  the  institution  would  have  had  full 
knowledge  of  the  §  1823(e)  written  agreement  requirements  (because  of  the  §  1823(e) 
disclosure  requirements)  and  therefore  would  have  had  every  incentive  to  reduce 
such  oral  side  agreements  or  verbal  representations  to  a  protected,  enforceable  writ- 
ing. 

Even  the  regulators  would  benefit  because  they  would  receive  important  and  di- 
rect information  about  the  status  of  the  financial  institution's  loans  [e.g.,  the  extent 
to  which  a  bank  may  be  making  too  many  §  1823(e)  side  agreements  with  borrowers 
and  thereby  compromising  the  repayment  strength  and/or  Tuture  collectability  of  the 
loans).  Perhaps  most  importantly,  this  requirement  would  begin  to  reduce  the  expo- 
sure of  U.S.  taxpayers,  who,  after  all,  ultimately  must  funcT  the  FDIC,  to  pay  for 
the  bailout  of  failed  financial  institutions. 

Thank  you  once  again  for  allowing  me  this  opportunity  to  comment  on  the 
D'Oench  Duhme  Reform  Act.  I  applaud  the  goals  of  the  Act  and  I  commend  this 
Committee  for  taking  up  this  issue  on  behalf  of  the  American  people  to  correct  the 
problem  and  maintain  the  integrity  of  the  banking  industry. 
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Summary 

This  summary  discusses  the  context  for  D'Oench  reform,  summarizes  the  reasons 
that  do  and  do  not  support  special  D'Oench  powers,  and  analyzes  specific  legislative 
language. 

I.  The  Context  of  D'Oench  Reform 

Now  is  an  opportune  time  to  re-examine  the  D'Oench  powers  as  well  as  the  broad- 
er topic  of  special  rules  applying  in  bank  failures.  The  proposed  D'Oench  reform 
should  be  seen  in  the  context  of  the  extraordinary  series  oi  laws  passed  by  Congress 
in  reaction  to  the  thrift  crisis  of  the  late  1980's.  From  CEBA  in  1987,  to  FIRREA 
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in  1989,  the  Crime  Control  Act  of  1990,  and  FDICIA  in  1991,  Congress  reacted  to 
the  enormous  problems  in  the  thrift  and  banking  system  by  passing  stricter  laws 
against  almost  anyone  doing  business  with  a  failed  institution. 

Many  of  these  changes  have  given  us  important  protections  for  the  solvency  of  the 
deposit  insurance  fund  and  against  abusive  actions  by  bank  and  thrift  insiders.  As 
I  have  discussed  in  previous  writings,  however,  there  is  a  danger  that  the  new  laws 
have  gone  too  far.^  The  Committee's  examination  of  D'Oench  powers  today  can  be 
seen  as  part  of  the  broader  and  important  movement  of  regulatory  reform  in  the 
banking  area.  We  can  take  advantage  of  the  end  of  the  thrill  crisis  to  examine  criti- 
cally wnich  of  the  strict  laws  are  indeed  essential,  and  which  instead  can  now  be 
seen  as  unfair  or  counter-productive.^ 

In  using  the  term  "D'Oench  powers,"  I  am  referring  to  the  modem  FDIC  powers 
that  spring  from  three  sources — the  original  Supreme  Court  decision  in  D'Oench, 
Duhme  &  Co.  v.  FDIC,  the  strict  statute  of  frauds  provision  in  12  U.S.C.  §  1823(e), 
and  the  judicially-created  Federal  holder  in  due  course  doctrine.  These  three  lines 
of  authority  were  originally  fairly  distinct.  In  recent  years,  however,  they  have  com- 
bined into  the  single  principle  that  the  FDIC  can  defeat  almost  any  claim  or  defense 
unless  there  is  a  writing  in  the  bank  records  that  meets  the  hyper-technical  require- 
ments of  1823(e). 

II.  Reasons  Supporting  and  Not  Supporting  Broad  D'Oench  Powers 

The  bulk  of  my  testimony  examines  the  reasons  that  have  been  given  for  broad 
agency  D'Oench  powers.  My  principal  conclusions  are  as  follows: 

1.  Important  reasons  remain  for  certain  agency  D'Oench  powers.  The  strongest  ar- 
guments for  the  agency  exist  in  two  situations. 

a.  Secret  agreements.  The  original  D'Oench  case  involved  collection  on  a  note 
where  the  third  party  had  oeen  part  of  a  secret  agreement  to  mislead  bank 
regulators.  Clear  rules  should  prevent  against  and  punish  such  misleading 
behavior.  On  the  other  hand,  a  variety  of  State  and  Federal  laws  exist  that 
would  also  defeat  such  secret  agreements.  The  FDIC  should  be  asked  to  show 
in  what  specific  situations  these  other  laws  are  not  sufficient  to  protect  the 
agency's  interests. 

b.  Special  FDIC  disadvantages  in  litigation.  D'Oench  cases  typically  involve  the 
FDIC,  which  was  not  a  party  to  the  underlying  transaction,  trying  to  collect 
against  the  borrower,  who  was  part  of  the  transaction.  Compared  to  a  collec- 
tion action  by  the  bank  itself,  the  FDIC  may  face  greater  litigation  expenses 
and  greater  likelihood  of  trumped-up  allegations.  The  magnitude  of  these 
FDIC  disadvantages,  however,  is  far  from  clear.  I  therefore  suggest  that  the 
Committee  gather  additional  information  from  attorneys  experienced  in  liti- 
gating D'Oench  cases,  both  for  and  against  the  FDIC. 

2.  Many  of  the  justifications  for  broad  D'Oench  powers  are  weaker  than  has  gen- 
erally been  understood. 

a.  "Least  cost  resolution."  The  FDIC  has  often  argued  that  broad  D'Oench  powers 
are  needed  for  it  to  decide  how  to  resolve  a  failed  bank  at  least  cost  to  the 
insurance  fund.  Empirical  evidence  and  close  attention  to  the  process  of  bank 
failure  shows  that  tnis  F'DIC  claim  is  either  substantially  overstated  or  sim- 
ply wrong.  Broad  DOench  powers  can  only  be  justified  on  other  bases. 

b.  Systemic  protection  of  the  FDIC  insurance  fund.  The  thrill  crisis  provided  an 
expensive  but  successful  education  in  the  importance  of  forbidding  insolvent 
institutions  to  remain  open.  Today,  prompt  corrective  action,  the  early  closure 
rule,  and  the  replenished  FDIC  fund  provide  the  important  safeguards 
against  taxpayers  having  to  bail  out  the  banking  system.  Compared  to  these 
safeguards,  D'Oench  powers  are  not  material  to  the  overall  soundness  of  the 
banking  system.  D'Oench  rules  can  therefore  be  formulated  to  better  assure 
justice  in  individual  cases. 

c.  Equitable  arguments.  Equitable  arguments  appear  to  favor  a  cutback  in  agen- 
cy D'Oench  powers,  even  at  some  possible  expense  to  the  insurance  fund.  Dur- 
ing the  thrift  crisis,  decisionmakers  understandably  tended  to  lean  toward 
"saving  the  fund"  in  close  cases.  Today,  it  is  easier  to  see  why  innocent  third 
parties  should  be  able  to  assert  valid  claims  and  defenses,  especially  in  light 


M\>ter  P.  Swire,  Bank  Insolvency  Law  Now  That  It  Matters  Again.  42  Duke  L.J.  469  (1992). 

^One  example  of  an  over-strict  law  may  be  the  asset  freeze  power  used  against  the  law  firm 
of  Kaye,  Scholor,  Fierman  &  Handler.  12  U.S.C. A.  §  1818(c).  Another  example  may  be  the  fraud- 
ulent conveyance  powers  in  12  U.S.C. A.  §  1821(dX17)(D),  which  Professor  Edward  J.  Janger  of 
the  Capital  University  Law  School  arguc>s  in  a  draft  article  may  actually  lose  money  for  the 
FDIC. 
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of  the  pervasive  control  that  bank  regulators  exert  over  banks  in  the  period 
before  insolvency. 

III.  Recommendations  for  Reform:  Specific  Statutory  Language 

As  a  general  matter,  I  conclude  that  S.  648  is  a  workable  and  desirable  modifica- 
tion of  current  law.  As  for  specific  statutory  changes,  I  would  highlight  three  aspects 
of  the  current  draft  of  S.  648: 

1.  The  bill  appropriately  removes  technicalities  in  the  current  1823(e).  Some  of  the 
clearest  injustices  under  the  current  regime  occur  when  a  third  party  fails  to  have 
a  writing  that  meets  the  hyper-technical  requirements  of  the  current  1823(e).  Cur- 
rent law  requires  the  writing  to  be  "contemporaneous,"  authorized  by  the  bank's 
board  of  directors  or  loan  committee,  and  continuously  in  the  bank's  records.  S.  648 
appropriately  removes  or  amends  each  of  these  requirements. 

2.  The  bill's  "ordinary  course  of  business"  requirement  should  be  removed  or 
amended.  The  current  draft  generally  requires  an  agreement  to  be  in  writing  and 
in  "the  ordinary  course  of  business."  The  "ordinary  course  of  business"  requirement, 
however,  may  well  be  unnecessary,  the  same  language  has  led  to  interpretive  dif- 
ficulties in  the  bankruptcy  context,  and  better  language  can  be  used  if  tne  require- 
ment is  maintained. 

3.  Parties  who  negligently  or  recklessly  lend  themselves  to  a  scheme  to  mislead  reg- 
ulators should  not  be  able  to  avoid  the  D'Oench  powers.  Under  the  current  draft,  a 
party  who  negligently  or  recklessly  is  part  of  a  scheme  to  mislead  regulators  may 
still  get  to  trial  Tor  many  claims  and  defenses.  These  parties  should  be  barred  from 
trial  under  the  core  rationale  of  the  D'Oench  case  itself — that  parties  who  help  mis- 
lead regulators,  and  often  contribute  to  bank  failure,  should  not  then  benefit  in  liti- 
gation against  the  FDIC.  Allowing  such  parties  to  get  to  trial  is  inequitable  and 
takes  unfair  advantage  of  the  FDIC's  litigation  disadvantages.  The  current  bill  al- 
lows trial  unless  the  party  "knowingly"  lent  itself  to  a  scheme  to  mislead  regulators. 
The  bill  instead  should  allow  trial  only  where  the  party  has  not  "negligently"  lent 
itself  to  a  scheme. 

Introduction  and  Overview 

Mr.  Chairman,  I  thank  you  for  the  opportunity  to  testify  today  in  general  support 
of  S.  648,  the  D'Oench  Duhme  Reform  Act.  My  name  is  Peter  Swire.  I  am  an  Associ- 
ate Professor  at  the  University  of  Virginia  School  of  Law.  In  my  introduction  and 
overview,  I  discuss  the  context  for  D'Oench  reform,  summarize  the  reasons  that  do 
and  do  not  support  special  D'Oench  powers,  and  analyze  specific  legislative  lan- 
guage. 

I.  The  Context  of  D'Oench  Reform 

Now  is  an  opportune  time  to  re-examine  the  D'Oench  powers  as  well  as  the  broad- 
er topic  of  special  rules  applying  in  bank  failures.  The  proposed  D'Oench  reform 
should  be  seen  in  the  context  of  the  extraordinary  series  of  laws  passed  by  Congress 
in  reaction  to  the  thrift  crisis  of  the  late  1980's.  From  CEBA  in  1987,  to  FIRREA 
in  1989,  the  Crime  Control  Act  of  1990,  and  FDICIA  in  1991,  Congress  reacted  to 
the  enormous  problems  in  the  thrift  and  banking  system  by  passing  stricter  laws 
against  almost  anyone  doing  business  with  a  failed  institution. 

Many  of  these  changes  have  given  us  important  protections  for  the  solvency  of  the 
deposit  insurance  fund  and  against  abusive  actions  by  bank  and  thrift  insiders.  As 
I  have  discussed  in  previous  writings,  however,  there  is  a  danger  that  the  new  laws 
have  gone  too  far.^  The  Committee's  examination  of  D'Oench  powers  today  can  be 
seen  as  part  of  the  broader  and  important  movement  of  regulatory  reform  in  the 
banking  area.  We  can  take  advantage  of  the  end  of  the  thrift  crisis  to  examine  criti- 
cally which  of  the  strict  laws  are  indeed  essential,  and  which  instead  can  now  be 
seen  as  unfair  or  counter-productive.'' 

In  using  the  term  "D'Oench  powers,"  I  am  referring  to  the  modern  FDIC  powers^ 
that  spring  from  three  sources — the  original  Supreme  Court  decision  in  D'Oench, 
Duhme  &  Co.  v.  FDIC,^  the  strict  statute  of  frauds  provision  in  12  U.S.C.  §  1823(e), 


3 Peter  P.  Swire,  Bank  Insolvency  Law  Now  Thai  It  Matters  Again,  42  Duke  L.J.  469  (1992). 

■•One  example  of  an  over-strict  law  may  be  the  asset  freeze  power  used  against  the  law  firm 
oT  Kaye,  Scholer,  Fierman  &  Handler.  12  U.S.C. A.  §  1818(c).  Another  example  may  be  the  fraud- 
ulent conveyance  powers  in  12  U.S.C. A.  §  1821(dX17)(D),  which  Professor  Edward  J.  Janger  of 
the  Capital  University  Law  School  argues  in  a  draft  article  may  actually  lose  money  for  the 
FDIC. 

^The  D'Oench  powers  are  also  wielded  by  the  Resolution  Trust  Corporation,  until  its  forthcom- 
ing merger  into  the  FDIC.  For  expositional  convenience,  I  will  refer  only  to  the  FDIC. 

^315  U.S.  447  (1942). 
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and  the  judicially -created  Federal  holder  in  due  course  doctrine.  These  three  lines 
of  authority  were  originally  fairly  distinct.  In  recent  years,  however,  they  have  com- 
bined into  the  single  principle  that  the  FDIC  can  defeat  almost  any  claim  or  defense 
unless  there  is  a  writing  in  the  bank  records  that  meets  the  hyper-technical  require- 
ments of  1823(e). 

II.  Reasons  Supporting  and  Not  Supporting  Broad  D'Oench  Powers 

The  bulk  of  my  testimony  examines  the  reasons  that  have  been  given  for  broad 
agency  D'Oench  powers.  My  principal  conclusions  are  as  follows: 

1.  Important  reasons  remain  for  certain  agency  D'Oench  powers.  The  strongest  ar- 
guments for  the  agency  exist  in  two  situations. 

a.  Secret  agreements.  The  original  D'Oench  case  involved  collection  on  a  note 
where  the  third  party  had  heen  part  of  a  secret  agreement  to  mislead  bank 
regulators.  Clear  rules  should  prevent  against  and  punish  such  misleading 
behavior.  On  the  other  hand,  a  variety  of  State  and  Federal  laws  exist  that 
would  also  defeat  such  secret  agreements.  The  FDIC  should  be  asked  to  show 
in  what  specific  situations  these  other  laws  are  not  sufficient  to  protect  the 
agency's  interests. 

b.  Special  FDIC  disadvantages  in  litigation.  D'Oench  cases  typically  involve  the 
FDIC,  which  was  not  a  party  to  the  underlying  transaction,  trying  to  collect 
against  the  borrower,  who  was  part  of  the  transaction.  Compared  to  a  collec- 
tion action  by  the  bank  itself,  the  FDIC  may  face  greater  litigation  expenses 
and  greater  likelihood  of  trumped-up  allegations.  The  magnitude  of  these 
FDIC  disadvantages,  however,  is  far  from  clear.  I  therefore  suggest  that  the 
Committee  gather  additional  information  from  attorneys  experienced  in  liti- 
gating D'Oench  cases,  both  for  and  against  the  FDIC. 

2.  Many  of  the  justifications  for  broad  D'Oench  powers  are  weaker  than  has  gen- 
erally been  understood. 

a.  "Least  cost  resolution."  The  FDIC  has  often  argued  that  broad  D'Oench  powers 
are  needed  for  it  to  decide  how  to  resolve  a  failed  bank  at  least  cost  to  the 
insurance  fund.  Empirical  evidence  and  close  attention  to  the  process  of  bank 
failure  shows  that  this  FDIC  claim  is  either  substantially  overstated  or  sim- 
ply wrong.  Broad  D'Oench  powers  can  only  be  justified  on  other  bases. 

b.  Systemic  protection  of  the  FDIC  insurance  fund.  The  thrift  crisis  provided  an 
expensive  but  successful  education  in  the  importance  of  forbidding  insolvent 
institutions  to  remain  open.  Today,  prompt  corrective  action,  the  early  closure 
rule,  and  the  replenished  FDIC  fund  provide  the  important  safeguards 
against  taxpayers  having  to  bail  out  the  banking  system.  Compared  to  these 
safeguards,  D'Oench  powers  are  not  material  to  the  overall  soundness  of  the 
banking  system.  D'Oench  rules  can  therefore  be  formulated  to  better  assure 
justice  in  individual  cases. 

c.  Equitable  arguments.  Equitable  arguments  appear  to  favor  a  cutback  in  agen- 
cy D'Oench  powers,  even  at  some  possible  expense  to  the  insurance  fund.  Dur- 
ing the  thrift  crisis,  decisionmakers  understandably  tended  to  lean  toward 
"saving  the  fund"  in  close  cases.  Today,  it  is  easier  to  see  why  innocent  third 
parties  should  be  able  to  assert  valid  claims  and  defenses,  especially  in  light 
of  the  pervasive  control  that  bank  regulators  exert  over  banks  in  the  period 
before  insolvency. 

III.  Recommendations  for  Reform:  Specific  Statutory  I^anguage 

As  a  general  matter,  I  conclude  that  S.  648  is  a  workable  and  desirable  modifica- 
tion of  current  law.  As  for  specific  statutory  changes,  I  would  highlight  three  aspects 
of  the  current  draft  of  S.  648: 

1.  The  bill  appropriately  removes  technicalities  in  the  current  182,3(e).  Some  of  the 
clearest  injustices  under  the  current  regime  occur  when  a  third  party  fails  to  have 
a  writing  that  meets  the  hyper-technical  requirements  of  the  current  1823(e).  Cur- 
rent law  requires  the  writing  to  be  "contemporaneous,"  authorized  by  the  bank's 
board  of  directors  or  loan  committee,  and  continuously  in  the  bank's  records.  S.  648 
appropriately  removes  or  amends  each  of  these  requirements. 

2.  The  bill's  "ordinary  course  of  business"  requirement  should  be  removed  or 
amended.  The  current  draft  generally  reouires  an  agreement  to  be  in  writing  and 
in  "the  ordinary  course  of  business."  The  'ordinary  course  of  business"  requirement, 
however,  may  well  be  unnecessary,  the  same  language  has  led  to  interpretive  dif- 
ficulties in  the  bankruptcy  context,  and  better  language  can  be  used  if  the  require- 
ment is  maintained. 

3.  Parties  who  negligently  or  recklessly  lend  themselves  to  a  scheme  to  mislead  reg- 
ulators should  not  be  able  to  avoid  the  D'Oench  powers.  Under  the  current  draft,  a 
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party  who  negligently  or  recklessly  is  part  of  a  scheme  to  mislead  regulators  may 
still  get  to  trial  for  many  claims  and  defenses.  These  parties  should  be  barred  from 
trial  under  the  core  rationale  of  the  D'Oench  case  itself — that  parties  who  help  mis- 
lead regulators,  and  oflen  contribute  to  bank  failure,  should  not  then  benefit  in  liti- 
gation against  the  FDIC.  Allowing  such  parties  to  get  to  trial  is  inequitable  and 
takes  unfair  advantage  of  the  FDIC's  litigation  disadvantages.  The  current  bill  al- 
lows trial  unless  the  party  "knowingly"  lent  itself  to  a  scheme  to  mislead  regulators. 
The  bill  instead  should  allow  trial  only  where  the  party  has  not  "negligently"  lent 
itself  to  a  scheme. 

Discussion  and  Analysis 

Part  I  of  the  testimony  discusses  the  rapid,  recent,  and  significant  expansion  of 
D'Oench  powers.  Part  II  shows  the  role  that  other  laws  play  in  achieving  the  pur- 
poses of  broad  D'Oench  powers.  These  other  laws  provide  the  crucial  current  safe- 
guards for  the  deposit  insurance  fund,''  and  help  protect  against  secret  agreements 
and  other  insider  abuse.  Part  III  explains  why  the  FDIC's  "least  cost  resolution"  ar- 
gument is  seriously  overstated  or  wrong.  Part  IV  discusses  the  alleged  efficiency  ra- 
tionales for  granting  the  FDIC  holder  in  due  course  status  as  receiver  or  conserva- 
tor. It  concludes  that  holder  in  due  course  status  offers  little  or  no  efficiency  advan- 
tage in  preventing  fraud.  The  agency  may,  however,  deserve  some  special  rules  in 
order  to  correct  for  special  FDIC  litigation  disadvantages.  Part  V  examines  equitable 
arguments,  including  the  claim  that  the  FDIC  deserves  special  treatment  in  order 
to  protect  the  insurance  fund.  It  concludes  that  the  equitable  arguments  are  weaker 
for  the  Government  than  has  often  been  understood.  Finally,  Part  VI  examines  the 
specific  language  of  S.  648  in  four  areas. 

I.  There  Has  Been  a  Rapid,  Recent,  and  Significant  Expansion 
OF  D'Oench  Powers 

The  D'Oench  case  itself  was  decided  in  1942,  and  1823(e)  was  enacted  in  1950. 
At  first  glance,  therefore,  the  D'Oench  powers  might  seem  to  consist  of  long-estab- 
lished rules,  embedded  in  commercial  expectations,  and  deserving  of  a  strong  pre- 
sumption of  validity.  In  sharp  contrast,  however,  I  wish  to  underline  for  the  Com- 
mittee that  there  has  been  a  rapid,  recent,  and  significant  expansion  of  agency 
D'Oench  powers.  Current  law  is  in  large  measure  a  reaction,  and  sometimes  an 
over-reaction,  to  the  thrift  crisis  of  the  1980's. 

Until  the  early  1980's,  the  D'Oench  doctrine  and  1823(e)  were  of  only  modest  im- 
portance. The  D'Oench  case  itself  was  rarely  cited  as  authority  for  denying  the  de- 
fense of  a  borrower,^  and  the  precise  application  of  1823(e)  had  not  been  well  de- 
fined. 

Before  1980,  there  were  few  bank  failures,  almost  all  banks  that  failed  were  very 
small,  and  important  failures  did  not  implicate  the  D'Oench  powers  because  they 
were  handled  by  open-bank  assistance.  F^irst,  the  Committee  well  knows  the  history 
of  increasing  number  of  failures.  From  1943  to  1980,  an  average  of  4.8  insured 
banks  were  resolved  each  year  by  the  FDIC.^  By  the  late  1980's,  this  figure  had 
climbed  to  more  than  200  bank  failures  a  year,  plus  similar  numbers  of  thrift  fail- 
ures. ^° 

Second,  along  with  the  higher  number  of  failures,  the  assets  covered  by  D'Oench 
increased  enormously.  When  the  Penn  Square  Bank  failed  in  1982,  it  was  the  larg- 
est FDIC  liquidation  in  history,  with  assets  of  only  $525  million. ^^  By  contrast,  the 
failure  of  Bank  of  New  England  in  1991  involved  assets  about  50  times  as  great 
as  Penn  Square,  and  the  FDIC  and  RTC  between  them  handled  several  hundred 
billion  dollars  of  assets  during  the  late  1980's  and  early  1990's. 

Third,  the  occasional  difficulties  of  a  larger  bank,  such  as  Franklin  National  in 
1974  or  Continental  Illinois  in  1984,  had  been  handled  through  open-bank  assist- 


'The  FDIC  now  administers  two  insurance  funds,  the  Savings  Association  Insurance  Fund, 
for  institutions  that  were  insured  by  the  Federal  Home  Loan  Bank  Board  before  1989,  and  the 
Bank  Insurance  Fund,  for  banking  institutions  that  were  already  insured  by  the  FDIC.  For  ex- 
positional  convenience,  this  testimony  refers  simply  to  "the  deposit  insurance  fund." 

*J.  Michael  Echevarria,  A  Precedent  Embalms  a  Principle:  The  Expansion  of  the  D'Oench 
Duhme  Doctrine,  43  Cath.  L.  Rev.  745,  771  (1994). 

»FDIC  Annual  Report  84  (1990). 

1°  U.S.  Dep't  of  the  Treasury,  Modernizing  the  Financial  System,  Chap.  I,  Table  8  (1991)  (bank 
failures);  Thrift  Closings,  RTC  Rev.,  July  1992,  at  3,  3  (651  thriR  failures  between  August  1989 
and  June  1992). 

^^For  an  account  of  the  Penn  Square  failure,  see  Penny  Lernoux,  In  Banks  We  Trust  (1984). 
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ance,  so  that  the  D'Oench  powers  did  not  apply.  Such  open-bank  assistance  was  in- 
creasingly disfavored  over  time,  and  essentially  prohibited  in  FDICIA  in  1991.^^ 

As  the  thrift  crisis  deepened,  Congress  and  the  agencies  took  steps  to  broaden  the 
application  of  D'Oench  powers.  In  FIRREA,  Congress  for  the  first  time  had  1823(e) 
apply  to  the  FDIC  as  receiver,  and  not  simply  in  its  corporate  capacity.  The  scope 
oi"  1823(e)  was  also  broadened  to  apply  to  claims  against  the  failed  bank,  and  not 
simply  to  the  bank's  assets. ^^  As  failures  mounted  during  the  1980's,  the  Federal 
agencies  embarked  on  a  vigorous  campaign  to  expand  their  D'Oench  and  other  liti- 
gation powers  as  far  as  possible.  With  estimates  of  the  total  bailout  ranging  from 
$100  billion  up  to  $1  trillion,  the  dominant  goal  of  the  FDIC  and  RTC  was  to  win 
eveiy  possible  case,  and  thereby  reduce  costs  to  the  taxpayers. ^"^  The  elimination  of 
the  Federal  Home  Loan  Bank  Board  in  1989  served  as  a  vivid  reminder  to  the  bank- 
ing agencies  of  the  political  importance  of  vigorously  protecting  the  deposit  insur- 
ance fund. 

As  cases  from  the  larger  and  more  numerous  failures  flooded  into  the  courts,  the 
judiciary  participated  in  a  rapid  and  substantial  expansion  of  agency  D'Oench  pow- 
ers. The  Committee  will  be  hearing  in  detail  from  other  witnesses  about  these  judi- 
cial developments,  and  good  published  accounts  exist, ^^  but  permit  me  to  mention 
a  few  relevant  examples  of  these  judicial  decisions.  In  1982,  in  Gunter  v.  Hutcheson, 
the  11th  Circuit  created  the  Federal  holder  in  due  course  doctrine  to  protect  the 
FDIC  in  a  situation  where  D'Oench  and  1823(e)  would  not  apply.^^  In  1987,  the  Su- 
preme Court  in  Langley  v.  FDIC  adopted  an  astonishingly  broad  interpretation  of 
the  term  "agreement'  in  1823(e),  applying  it  both  to  promissory  and  non-promissory 
instances  oi  fraud. ^^  In  a  series  oi  cases,  the  courts  expanded  D'Oench  protections 
beyond  the  Federal  agencies  to  benefit  assignees  of  those  agencies.'^  In  snort,  in  re- 
cent years  many  courts  have  felt  free  to  merge  their  application  of  the  D'Oench  doc- 
trine, 1823(e),  and  the  Federal  holder  in  due  course  doctrine  to  create  a  near-univer- 
sal bar  on  the  presentation  of  non-written  defenses  to  collection  on  failed  bank  as- 
sets.^^ 

The  recency  of  many  expansive  D'Oench  powers  means  that  loans  and  other  com- 
mercial activity  conducted  even  in  the  late  1980's  and  early  1990's  were  done  before 
the  current  state  of  D'Oench  law  became  clear  and  well  known.  A  significant  num- 
ber of  parties  defeated  by  agency  D'Oench  powers  did  not  have  actual  knowledge 
of  these  unusual  powers.  As  for  constructive  knowledge,  many  ordinary  borrowers 
would  have  had  little  reason  to  have  tried  to  inform  themselves  about  the  arcane 
intricacies  of  bank  insolvency  law.  The  recency  of  the  changes  makes  it  easier  to 
contemplate  D'Oench  reform,  because  the  Congress  would  not  be  disturbing  long- 
standing commercial  practices.  Indeed,  the  proposed  reform  would  move  the  law 
back  toward  reliance  on  ordinary  State  law  governing  loans. 

II.  The  Role  of  Other  Laws  in  Achieving  the  Purposes 
OF  Broad  D'Oench  Powers 

At  a  general  level,  broad  D'Oench  powers  have  been  justified  as  needed  to  protect 
the  deposit  insurance  fund  and  to  prevent  third  parties  from  gaining  from  secret 
agreements  or  other  wrongdoing.  This  section  of  my  testimony  highlights  the  role 
that  other  laws  play  in  protecting  the  insurance  fund  and  deterring  or  punishing 
abusive  agreements.  Because  of  the  effectiveness  of  these  other  laws,  D'Oench  pow- 
ers should  be  tailored  to  specific  problems  that  are  not  otherwise  satisfactorily  re- 
solved by  the  legal  system. 

A.  The  Role  of  Other  Imws  in  Protecting  the  Deposit  Insurance  Fund 
The  recent  nature  of  the  expansion  of  D'Oench  powers  highlights  the  key  role  of 
the  deposit  insurance  crisis  in  creating  new  and  unprecedented  D'Oench  powers. 


*^  Prior  to  FDICIA,  the  assistance  could  be  provided  only  lo  the  extent  that  the  cost  was  less 
than  the  cost  of  liquidation,  unless  the  continued  operation  of  the  institution  was  deemed  essen- 
tial to  provide  adequate  depository  services  in  the  community.  12  U.S.C^  §  1823(cX4)(A)  (1988). 
Under  current  law,  the  FDIC  may  provide  open-bank  assistiince  only  if  it  determines  that  the 
exercise  of  such  authority  is  necessary  to  meet  the  obligation  of  the  agency  to  provide  insurance 
coverage  for  the  insured  deposits  in  such  institution  and  the  action  is  the  'least  coetly  to  the 
deposit  insurance  fund  of  all  possible  methods  for  meeting  the  Corporation's  obligation."  12 
U.S.C.A.  1823(c)(4). 

'3  12  U.S.C.  §  1821(d)(9). 

'*  Swire,  Bank  Insolvency  Imw,  A'2.  Duke  L.J.  at  521-525. 

^"K.g.,  Kchevarria,  supra;  Richard  K.  Hint,  Why  D'Oench  Duhme.'',  An  Economic,  l^gal,  and 
Philosophical  Critique  of  a  Failed  Bank  Policy,  26  Val.  U.  L.  Rev.  465  (1992). 

18674  F.2d  862  (11th  Cir.),  cert,  denied,  459  U.S.  826  (1982). 

'^4«4  U.S.  86  (1987);  see  Echevarria,  at  789-92  (discussing  langley). 

1*  Kchevarria,  at  773. 

i»  Echevarria.  at  793. 
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Consider  the  context  for  a  judge  deciding  a  technical  D'Oench  issue  in  the  early 
1990's.  Congress  was  passing  stricter  laws  almost  every  year.  Expert  Federal  agen- 
cies were  writing  persuasive  briefs  about  an  unprecedented  banking  crisis.  And 
media  stories  were  portraying  anyone  who  did  business  with  a  thrift  as  a  potential 
Charles  Keating  crony.  In  such  a  context,  a  judge  might  understandably  lean  toward 
the  Government's  position  in  a  close  case.  A  judge  s  choice  was  typically  between 
saving  money  for  the  hard-pressed  deposit  insurance  fund,  or,  on  the  other  hand, 
favoring  a  large  borrower  who  had  voluntarily  done  business  with  an  insolvent  and 
perhaps  corrupt  institution.  Especially  in  areas  hard  hit  by  bank  failures,  a  judge 
would  face  an  additional  incentive  to  lean  toward  the  Government — broad  D'Oench 
powers  would  reduce  the  judge's  over-crowded  docket,  because  the  case  could  be 
quickly  dismissed  without  the  need  for  trial.  As  one  decision  after  another  leaned 
toward  the  Government  position,  precedent  steadily  accumulated  in  favor  of  broader 
D'Oench  powers,  leading  to  results  more  protective  of  the  deposit  insurance  fund 
than  anyone  would  originally  have  expected. 

The  statutes  passed  in  response  to  the  thrift  crisis  have  greatly  reduced  the  risk 
that  taxpayers  will  have  to  pay  again  for  bank  or  thrift  failures.  There  are  three 
principle  protections  for  the  deposit  insurance  fund  today:  prompt  corrective  action, 
early  closure,  and  a  large  FDIC  reserve.  With  these  three  protections  in  place,  there 
is  little  or  no  reason  to  oelieve  that  D'Oench  powers  are  or  will  be  important  to  the 
systemic  issue  of  assuring  that  the  deposit  insurance  fund  remains  solvent. 

In  the  1980's  the  situation  was  very  different.  Action  to  close  down  weak  or  failed 
thrifts  was  anything  but  prompt.  The  thrift  industry  as  a  whole  already  had  a  nega- 
tive net  worth  in  1980,^°  but  many  thrifts  were  allowed  to  stay  open  despite  being 
obviously  insolvent.  As  late  as  1987,  the  thrift  industry  successfully  lobbied  in 
CEBA  to  cut  needed  funding  for  closing  thrifts  from  the  proposed  $5  billion  per  year 
down  to  a  paltry  $3.5  billion  per  year.  Only  in  1989  did  a  bipartisan  effort  lead  to 
FIRREA,  and  the  required  large-scale  funding  to  close  insolvent  banks  and  thrifts. 

The  thrift  crisis  provided  an  enormous  education  in  the  importance  of  forbidding 
insolvent  institutions  to  remain  open.  Congress,  the  agencies,  and  the  banking  com- 
munity all  have  become  far  more  supportive  of  early  closure  of  banks.  The  old  pat- 
tern of  forbearance  and  delay  has  also  been  effectively  changed  by  FDICIA  and 
other  recent  laws.  First,  under  prompt  corrective  action,  regulators  are  required  to 
set  increasingly  strict  limits  on  bank  actions  as  the  bank  moves  from  being  well  cap- 
italized to  critically  undercapitalized.^^  Risky  activities  are  curtailed,  payments  to 
insiders  are  restricted,  and  guarantees  are  sought  from  the  holding  company.  These 
provisions  seem  well-designed  to  reduce  the  aoility  of  bank  or  thrift  managers  to 
act  recklessly  in  an  attempt  to  return  the  institution  to  financial  health. 

Second,  the  early  closure  provision  in  FDICIA  further  reduces  the  exposure  of  the 
deposit  insurance  fund.  Prior  to  1991,  a  bank  was  considered  insolvent  at  zero  per- 
cent capital,  when  the  value  of  its  liabilities  exceeded  the  value  of  its  assets. ^'^  After 
FDICIA,  regulators  are  required  to  close  the  institution  not  later  than  90  days  after 
it  becomes  critically  undercapitalized,  with  only  narrow  exceptions. ^^  "Critically 
undercapitalized"  is  defined  as  the  bank  having  a  2  percent  capital-to-asset  ratio. 
Even  if  the  book  value  of  a  bank's  capital  is  somewhat  overstated,  closure  at  2  per- 
cent capital  means  a  good  chance  that  there  will  be  no  loss  to  the  insurance  fund, 
or  at  most  a  small  loss. 

Third,  taxpayers  are  newly  protected  by  a  large  buffer  of  FDIC  reserves.  Under 
FDICIA,  the  insurance  fund  is  reauired  to  maintain  reserves  of  1.25  percent  of  in- 
sured deposits.  This  year,  the  Banx  Insurance  Fund  reserves  will  approach  $25  bil- 
lion.^'' This  amount  dwarfs  the  $3.5  billion  per  year  that  Congress  struggled  to  raise 
in  1987  to  handle  the  thrift  crisis.  Only  if  the  FDIC  reserve  is  exhausted  will  tax- 
payers be  once  again  called  upon  to  bail  out  the  insurance  fund. 

In  short,  effective  laws  are  now  in  place  to  curtail  risky  actions  by  weak  institu- 
tions, to  force  regulators  to  close  banks  before  they  become  expensive  problems,  and 
to  have  abundant  funds  on  resej^e  to  handle  any  remaining  expenses.  The  agencies 
have  shown  their  willingness  and  ability  to  close  down  even  quite  large  institutions, 
such  as  the  Bank  of  New  England.  In  my  opinion,  the  unanswered  question  is  how 
the  system  would  respond  in  the  event  oi   failure  of  one  or  more  of  the  largest 


^R.  Dan  Brumbaugh,  Thrifts  Under  Sit^e  50  (1988)  (calculating  net  worth  on  market-value 
basis). 

2112  U.S.C.A.  §18310. 

22  12  U.S.C.A.  §  1821(c)(5)(A). 

23The  requirement  to  close  is  at  12  U.S.C.A.  §  1831o(h)(3).  The  power  of  FDIC  to  be  named 
as  conservator  or  receiver  due  to  an  institution's  undercapitalized  level  is  at  12  U.S.C.A. 
§1821(c)(5)(K). 

2^  Discussion  of  recapitalization  of  the  Savings  Association  Insurance  Fund,  which  f)ays  for 
thrift  failures,  is  outside  the  scope  of  this  testimony. 
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banks — the  banks  in  the  category  sometimes  called  "too  big  to  fail."  My  own  sense 
is  that  current  law  may  not  give  regulators  enough  options  to  handle  extraordinarily 
large  failures.^*^  But  the  scope  of  D'Oench  powers  has  little  or  nothing  to  do  with 
how  we  handle  any  too-big-to-fail  situation.  For  all  other  failures,  prompt  corrective 
action,  early  closure,  and  a  large  FDIC  reserve  provide  major,  structural  protection 
for  the  deposit  insurance  fund  and  the  taxpayers.  The  effectiveness  of  these  protec- 
tions, and  not  the  scope  of  D'Oench  powers,  will  determine  whether  taxpayers  will 
once  again  need  to  rescue  the  insurance  fund. 

B.  The  Role  of  Other  Laws  in  Protecting  Against  Secret  Agreements 
and  Other  Insider  Abuse 

The  D'Oench  case  itself,  with  which  the  Committee  is  familiar,  presents  the  core 
example  of  the  reason  for  special  D'Oench  powers — a  secret  agreement,  not  apparent 
from  the  institution's  books,  which  operates  to  the  detriment  of  the  insurance  fund. 
This  sort  of  secret  agreement  involves  abusive  conduct  by  a  bank  insider,  who  delib- 
erately misrepresents  the  financial  position  of  the  insured  institution.  The  agree- 
ment also  involves  the  third  party,  who  plays  some  role  in  a  scheme  to  defraud  the 
FDIC.  The  original  D'Oench  case  reflects  a  widely-held  belief  that  these  sorts  of 
bank  insiders  and  third  parties  should  not  benefit  at  the  expense  of  the  deposit  in- 
surance system. 

S.  648  as  drafted  signifies  a  continued  intent  that  such  parties  should  not  benefit. 
At  the  end  of  my  testimony,  I  discuss  some  drafting  changes  that  I  believe  would 
do  so  more  effectively.  For  now,  let  me  emphasize  the  existence  of  important  other 
laws  that  tend  to  deter  or  punish  the  sort  oi  secret  agreements  that  are  now  decided 
in  the  courts  on  the  basis  of  D'Oench  powers.  To  the  extent  these  other  laws  handle 
wrongdoing,  there  is  less  need  for  separate,  expansive  D'Oench  powers.  Moreover, 
to  the  extent  the  other  laws  handle  wrongdoing,  we  may  be  able  to  avoid  the  inequi- 
ties and  other  problems  that  have  arisen  with  our  current  D'Oench  regime. 

Professor  Echevarria  has  discussed  ways  in  which  longstanding  common  law,  such 
as  the  parol  evidence  rule,  the  statute  of  frauds,  or  the  contract  doctrine  of  illegality 
would  offer  many  of  the  same  protections  as  the  D'Oench  doctrine. ^^  I  believe  the 
FDIC  should  be  asked  to  describe  specific  situations,  involving  secret  agreements, 
where  it  would  lose  in  the  absence  of  special  D'Oench  powers.  By  examining  these 
named  problematic  situations,  the  Committee  would  be  in  a  better  position  to  learn 
what  D'Oench  provisions,  if  any,  are  really  needed  to  address  the  specific  problem 
of  secret  agreements. 

A  wide-ranging  set  of  Federal  laws  has  also  been  passed  to  prevent  or  punish 
wrongful  action  by  bank  insiders  or  other  persons  afnliated  witn  a  failed  bank.  I 
have  discussed  these  laws  in  detail  in  my  writings,^''  but  let  me  highlight  some  no- 
table examples.  Government  agencies  have  sweeping  enforcement  powers  both  be- 
fore and  after  insolvency,  with  civil  money  penalties  of  up  to  $1  million  per  day  for 
violations  of  banking  rules. ^®  Temporary  cease-and-desist  orders  can  freeze  assets 
of  institution-affiliated  parties  upon  a  mere  prima  facie  showing  that  money  pen- 
alties are  appropriate.^^  And  expanded  criminal  laws  have  helpea  form  the  basis  for 
hundreds  of  criminal  prosecutions  of  bank-related  conduct  in  recent  years.^°  These 
new  and  strict  laws  have  certainly  increased  the  risk  for  any  bank  insider  or  third 
party  of  participating  in  secret  agreements.^* 

The  FDIC  and  RTC  have  had  a  tendency  to  describe  the  D'Oench  powers  as  their 
only  protection  against  a  fiood  of  secret  agreements  and  other  wrongdoing.  More  at- 
tention should  be  given  to  other  existing  laws,  to  determine  what  special  D'Oench 
powers  are  actually  necessary.  These  other  laws  may  not  always  be  as  convenient 
for  the  agency  as  simply  invoking  D'Oench.  But  relying  on  the  other  laws  may  avoid 
some  of  the  inequities  and  other  problems  that  have  resulted  from  the  recent  and 
too-ready  expansion  of  agency  D'Oench  powers. 


^  Under  FDICIA,  the  systemic  risk  exception  to  usual  failure  rules  is  very  narrow  and  subject 
to  strict  procedural  requirements.  12  U.S.C.A.  §  1823(cX4)(G). 

28  Echevarria,  at  807-10. 

2'' See  Swire,  Bank  Insolvency  Ixlw,  42  Duke  L.J.  at  485-90. 

^12  U.S.C.  §1818(i)(2). 

"^^ Id.  §  1818(c).  This  power  was  the  basis  of  the  freeze  against  the  law  firm  Kaye,  Scholer, 
Fierman,  Hays  &  Handler. 

^"See,  e.g.,  Favorite  S&L  Felonies,  ^"ortune,  Nov.  5,  1990,  at  92  (listing  convictions  of  many 
S&L  felons). 

•'^  As  to  third  parties,  see  Echevarria,  at  810-11  (discussing  how  illegality  under  banking  regu- 
lations would  prevent  a  party  from  benefiting  from  the  secret  agreement).  In  addition,  third  par- 
ties are  subject  to  criminal  sanctions.  For  instance,  there  is  a  felony  of  profiting  from  defrauding 
any  insured  financial  institution.  18  U.S.C.A.  §1005.  Even  a  person  who  is  not  an  employee  of 
a  bank  can  be  prosecuted  for  aiding  and  abetting  or  conspiring  to  commit  this  felony. 
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III.  Why  the  FDIC's  "Least  Cost  Resolution"  Argument  is  Wrong 

One  argument  often  advanced  by  the  FDIC,  including  in  its  Senate  testimony  in 
January,  is  that  broad  D'Oench  powers  are  needed  to  permit  the  agency  to  choose 
how  to  resolve  a  failed  bank.  Since  1991,  the  FDIC  has  been  required  to  choose  the 
form  of  resolution  that  imposes  the  lowest  cost  on  the  deposit  insurance  fund.^^  The 
FDIC  argues  that  expansive  D'Oench  powers  are  needed  for  it  to  determine  the 
worth  of  a  bank's  assets,  and  thus  to  meet  its  statutory  obligation  to  find  the  least 
expensive  resolution.  This  FDIC  argument  was  accepted  by  the  Supreme  Court  as 
an  important  justification  for  its  broad  interpretation  of  1823(e)  in  Langley  v. 
FDIC.  For  the  FDIC  and  the  Court,  the  key  factor  has  been  the  need  for  speedy 
evaluation  of  a  bank's  books,  so  that  the  agency  can  decide  whether  to  keep  the 
bank  in  operation  or  else  to  close  it.^^ 

The  FDIC's  least -cost  argument,  however,  is  subject  to  serious  doubt.  The  avail- 
able empirical  evidence  indicates  that  D'Oench  factors  have  not  historically  been  im- 
portant to  the  agencies'  decision  whether  to  liquidate.  Notably,  in  1990  testimony 
before  the  House  Banking  Committee,  James  Barth  discussed  a  regression  analysis 
on  the  cost  of  liquidating  versus  selling  205  failed  institutions.^®  The  two  key  deter- 
minants of  whether  to  liquidate  were  the  amounts  of  core  deposits  and  tax  bene- 
fits.^' Other  statistically  significant  factors  included  the  value  of  mortgage  servicing 
rights  and  average  branch  size.^®  D'Oench  issues  were  apparently  included  within 
a  less  important  factor  labeled  "bad  assets,"  a  broad  category  defined  as  "including 
acquisition,  development  and  construction  loans,  real  estate  owned,  and  direct  in- 
vestments."^^ The  amount  of  bad  assets  as  a  whole  was  only  marginally  significant 
to  the  agency's  decision  whether  to  liquidate.  Otherwise  put,  the  amount  of  assets 
protected  by  D'Oench  powers  was  an  unimportant  aspect  of  an  unimportant  vari- 
able.^° 

Other  considerations  strongly  suggest  that  the  FDIC  does  not  in  fact  rely  on 
D'Oench  powers  when  choosing  how  to  resolve  a  failed  bank.  As  a  matter  of  logic, 
D'Oench  powers  will  matter  to  the  FDIC  decision  today  only  under  very  restrictive 
conditions  for  "D'Oenchable  assets" — those  assets  that  are  collected  as  a  result  of 
D'Oench  and  1823(e).  First,  D'Oench  powers  simply  won't  matter  where  the 
D'Oenchable  assets  are  small.  Larger  factors  will  drive  the  agency  decision.  And  the 
Barth  study  indicates  that  D'Oenchable  assets  are  quite  small.  Second,  D'Oench 
powers  won't  matter  where  D'Oenchable  assets  are  predictable.  For  instance,  if  the 
proportion  of  D'Oenchable  assets  is  constant  among  banks,  then  D'Oench  powers 
won't  help  the  agency  choose  when  to  liquidate.  All  of  the  banks  would  be  the  same 
for  D'Oench  purposes.  More  generally,  if  the  FDIC  can  reliably  predict  the  propor- 
tion of  D'Oenchable  assets,  then  the  agency  can  properly  value  a  newly-insolvent 


■'^In  testimony  on  January  30,  1995  before  the  Senate  Governmental  AfTairs  Committee,  Sub- 
committee on  Oversight  of  Government  Management,  the  following  statement  was  made  by 
John  F.  Bovenzi,  Director,  Division  of  Depositor  &  Asset  Services,  FDIC:  "Should  an  institution 
ultimately  fail,  the  D'Oench  doctrine  is  critical  to  the  FDIC's  ability  to  quickly  and  accurately 
evaluate  the  institution's  assets  and  liabilities  and  determine  the  most  efTicient  resolution  for 
that  institution." 

33  12  U.S.C.A.  §]823(c)(4XA)(ii).  Until  1991,  the  FDIC  could  choose  any  means  of  resolving 
the  institution  so  long  as  the  cost  to  the  fund  did  not  exceed  the  cost  of  liquidation.  12  U.S.C.A. 
§  1823(c)(4)(A)  (1990). 

3^484  U.S.  86,  91-92  (1987).  The  second  rationale  for  the  broad  reading  of  1823(e)  was  the 
importance  of  having  a  "contemporaneous"  writing,  as  required  by  1823(e)(2).  Id.  at  92.  The 
FDIC  has  now  agreed  1823(e)  should  be  amended  so  that  a  contemporaneous  writing  not  be  re- 
quired, in  recognition  of  the  common  business  practice  of  modifying  loan  agreements  after  their 
formation.  See  Bovenzi  testimony,  supra.  Refutation  of  the  FDIC's  least-cost  argument,  there- 
fore, leaves  the  expansive  interpretation  in  Langley  without  any  stated  policy  purpose. 

35  See  Langley,  484  U.S.  at  92  "the  decision  whether  to  liquidate  must  be  made  'with  great 
speed,  usually  overnight,  in  order  to  preserve  the  going  concern  value  of  the  failed  bank  and 
avoid  an  interruption  in  banking  services.'"  (Quoting  Gunter  v.  Hutcheson,  674  F.2d  at  865). 

3^  James  R.  Earth  et  al.,  The  Cost  of  Liquidating  Versus  Selling  Failed  Thrift  Institutions 
(Apr.  1990),  reprinted  in  Transactions  to  Resolve  Failed  Depository  Institutions,  1990:  Hearing 
Before  the  House  Comm.  on  Banking,  Finance  and  Urban  Affairs,  101st  Cong.,  2d  Sess.  620 
(1990). 

3'' Id.  at  631. 

38  Id.  at  633. 

3»Id.  at  630. 

''"The  study  was  conducted  under  the  assumption  of  current  D'Oench  law.  In  the  absence  of 
the  agency's  D'Oench  powers,  it  is  therefore  possible  that  the  decision  whether  to  liquidate 
would  be  affected  by  the  level  of  assets  for  which  the  agency  could  no  longer  take  advantage 
or  D'Oench  powers.  However,  this  hypothesis  seems  implausible  given  the  study's  conclusion  the 
total  level  of  a//  bad  assets  was  not  central  to  the  agency's  decision.  Id.  at  632. 
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bank  even  if  unwritten  defenses  are  permitted.'*^  Third,  D'Oench  powers  will  not 
matter  where  other  factors  ensure  that  the  FDIC  will  choose  a  particular  form  of 
resolution.  For  very  large  banks,  the  special  systemic  risk  provision  may  be  followed 
only  where  there  would  otherwise  be  "serious  adverse  effects  on  economic  conditions 
or  financial  stability.'"*^  It  is  hard  to  see  how  D'Oench  issues  could  be  relevant.  By 
contrast,  for  small  banks,  the  common  understanding  since  FDICIA  is  that  they  are 
very  likely  to  be  liquidated,  again  without  respect  to  D'Oench  issues. 

To  summarize  the  least-cost  discussion,  it  appears  highly  unlikely  that  D'Oench 
issues  are  a  material  factor  in  FDIC  decisions  about  how  to  resolve  bank  failures. 
It  is  conceivable,  although  unlikely,  that  the  FDIC  can  show  that  D'Oenchable  as- 
sets are  large,  unpredictable,  and  relevant  to  classes  of  banks  where  the  FDIC 
might  be  undecided  about  resolution  procedure.  Absent  such  a  showing,  the  FDIC 
should  abandon  the  pretense  that  it  needs  expansive  D'Oench  powers  in  order  to 
comply  with  the  least-cost  test.  Any  justification  for  D'Oench  powers  must  then  be 
on  other  grounds,  such  as  the  equitable  factors  discussed  below. 

In  addition,  even  if  the  FDIC  could  make  such  a  showing,  the  case  would  not  be 
made  for  expansive  D'Oench  powers.  The  FDIC  has  a  great  deal  of  experience  in 
selling  a  bank  quickly  even  when  uncertainty  exists  as  to  its  value,  notably  when 
insolvent  banks  have  large  and  uncertain  amounts  of  bad  loans.  In  such  cir- 
cumstances, the  FDIC  has  developed  a  range  of  contractual  arrangements  for  shar- 
ing risk  with  the  bidder,  such  as  allowing  the  buyer  to  exercise  a  put  option  for  bad 
loans,  or  sharing  recovery  of  bad  loans  with  the  buyer.'*^  If  D'Oenchable  assets  were 
indeed  large  and  uncertain,  the  FDIC  could  modestly  extend  these  already -existing 
procedures  to  include  D'Oenchable  assets. 

IV.  Efficiency  Arguments  and  the  FDIC  as  Holder  in  Due  Course 

One  contentious  issue  in  connection  with  D'Oench  powers  has  been  whether  and 
in.  what  circumstances  the  F'DIC  should  be  able  to  tane  advantage  of  the  holder  in 
due  course  doctrine,  which  bars  a  borrower  from  asserting  personal  defenses  such 
as  fraud  in  the  inducement.  Two  efficiency  arguments  might  support  FDIC  holder 
in  due  course  status,  or  some  statutory  equivalent,  for  notes  it  acquires  as  receiver 
or  conservator.  First,  the  borrower  may  be  better  at  preventing  fraud  than  the 
FDIC.  I  suggest,  however,  that  this  efficiency  effect  is  likely  to  be  weak,  and  may 
even  point  against  the  FDIC  getting  holder  in  due  course  status.  Second,  the  FDIC 
may  have  particular  litigation  disadvantages  in  D'Oench  powers  cases.  I  find  this 
effect  potentially  significant,  but  believe  that  the  Committee  should  seek  further  in- 
formation from  attorneys  experienced  in  litigating  both  for  and  against  the  agencies. 

A.  Holder  in  Due  Course  and  Preventing  Fraud 

The  basic  logic  of  the  holder  in  due  course  doctrine  is  that  it  promotes  negotiabil- 
ity, to  the  benefit  of  both  lender  and  borrower.''^  The  lender  prefers  a  negotiable  in- 
strument because  of  the  benefits  of  being  able  to  sell  the  note.  The  lender  is  there- 
fore willing  to  offer  a  lower  interest  rate  on  the  original  loan.  The  borrower  benefits 
from  the  lower  interest  rate. 

Given  that  negotiability  benefits  both  lender  and  borrower,  the  next  question  is 
how  to  allocate  the  risk  of  fraud  and  other  personal  defenses.  The  general  view  is 
that  the  borrower  can  watch  for  fraud  at  lower  cost  than  the  holder  in  due  course. 
The  borrower  is  part  of  the  original  transaction,  and  has  a  strong  self-interest  in 
not  being  the  victim  of  fraud.'*'"'  By  contrast,  the  holder  in  due  course  is  not  in  the 
room  when  the  original  loan  is  made,  and  detecting  fraud  after  the  fact  is  likely  to 
be  more  expensive  than  it  was  for  the  borrower  at  the  time  of  the  loan.  The  holder 
in  due  course  doctrine  is  thus  widely  understood  to  be  an  efiicient  i-ule,  in  the  sense 
of  placing  the  burden  of  detecting  fraud  on  the  party  best  able  to  do  so,  the  bor- 
rower. The  FDIC  might  thus  deserve  holder  in  due  course  status,  to  the  extent  it 
is  not  in  as  good  a  position  as  the  borrower  to  detect  fraud  in  individual  trans- 
actions. 

As  a  technical  matter  of  commercial  law,  however,  the  FDIC  cannot  be  c-onsidered 
a  holder  in  due  course  for  notes  it  gains  in  the  course  of  a  bank  failure.  Holder  in 


■•^Such  predictions  mifjht  bo  possible,  for  instance,  for  categories  of  banks  such  as  community, 
super-community,  or  regional  banks. 

^2  12  U.S.C.  §  182;KcX4)(G). 

"^See,  e.g.,  John  W.  Milligan,  The  Man  Selling  America's  Dusted  Banks,  Institutional  Inves- 
tor, Jan.  1992,  at  39. 

■•^The  discussion  on  holder  in  due  course  status  of  the  FDIC  draws  on  conversations  with  Pro- 
fessor Clay  Gillette  of  the  University  of  Virginia  School  of  Law.  The  conclusions  reached  here 
are  entirely  my  own. 

■•^It  will  typically  be  far  less  expensive  for  the  borrower  to  avoid  fraud  before  the  fact  than 
to  try  to  recoup  its  losses  in  litigation  after  the  fact. 
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due  course  status  is  denied  when  the  acquisition  is  in  the  form  of  a  bulk  transaction 
that  is  not  in  the  ordinary  course  of  business.'*^  The  FDIC  takes  the  failed  bank's 
notes  in  bulk,  and  not  in  the  ordinary  course  of  business,  and  so  is  not  a  holder 
in  due  course  as  a  matter  of  State  law. 

The  rationale  for  the  bulk  transfer  rule  is  two-fold  and  sensible.  An  acquirer  in 
bulk  has  the  opportunity  and  incentive  to  conduct  due  diligence  before  buying  an 
entire  portfolio,  and  so  is  in  a  relatively  good  position  to  detect  material  fraud.  In 
addition,  the  bulk  transfer  provision  deters  any  systematic  scheme  to  defraud  bor- 
rowers— if  bulk  transfers  were  allowed,  a  lender  could  more  easily  defraud  many 
borrowers,  transfer  the  notes,  and  enable  the  holder  in  due  course  to  collect  despite 
the  widespread  fraud. 

The  reasons  for  generally  denying  holder  in  due  course  status  to  bulk  transferees 
do  not  seem,  however,  to  apply  to  the  FDIC.  Even  the  harshest  critics  of  the  FDIC 
do  not  allege  that  it  is  engaged  in  conspiracies  with  failed  banks  to  intentionally 
defraud  borrowers.  As  for  tne  opportunity  to  conduct  due  diligence,  the  F'DIC  lacks 
an  essential  power  available  to  private  parties.  Unlike  for  private  parties,  due  dili- 
gence by  the  FDIC  cannot  do  any  good — it  cannot  lead  to  a  decision  not  to  take  the 
notes.  The  involuntary  nature  of  the  FDIC's  acquisition  thus  suggests  that  the  rea- 
sons for  the  bulk  transfer  exception  do  not  apply  to  the  FDIC*' 

If  the  bulk  transfer  exception  does  not  apply,  then  the  usual  efficiency  analysis 
favors  the  FDIC  getting  holder  in  due  course  status — the  borrower  who  is  part  of 
the  transaction  is  in  a  better  position  to  prevent  fraud  than  the  FDIC.  I  would  like 
to  suggest  reasons,  however,  why  that  usual  efficiency  analysis  may  not  be  correct, 
and  why,  even  if  it  is  correct,  the  efficiency  effect  may  be  small. 

A  strict  D'Oench  rule  will  induce  extra  care  from  borrowers  only  if:  (1)  they  know 
about  the  D'Oench  powers;  (2)  they  think  the  risk  of  the  bank  failing  is  material; 
and  (3)  due  to  the  risk  of  failure,  they  take  additional  precautions  against  being  de- 
frauded. If  borrowers  do  not  know  about  strict  D'Oench  rules,  then  tney  will  not  re- 
spond by  being  more  careful  to  protect  against  fraud.  If  borrowers  at  the  time  of 
the  loan  do  not  think  it  is  likely  that  the  lending  bank  will  fail,  then  the  D'Oench 
rules  do  not  give  any  reason  to  take  extra  precautions.  Even  if  borrowers  know 
about  the  D'Oench  rules  and  they  fear  failure  of  the  bank,  they  may  not  change  the 
level  of  precautions  against  fraud.  Wholly  apart  from  the  D'Oench  rules,  borrowers 
do  not  wish  to  be  the  victims  of  fraud.  It  seems  implausible  that  somewhat  stricter 
D'Oench  rules  are  suddenly  going  to  make  them  try  harder  to  avoid  being  fraud  vic- 
tims. 

This  analysis  suggests  stricter  D'Oench  rules  will  have  little  or  no  efTect  on  bor- 
rowers' precautions  against  fraud.  The  special  position  of  the  FDIC,  moreover,  gives 
some  reason  to  suspect  that  the  agency  may  be  in  a  better  position  than  borrowers 
to  adapt  its  behavior  to  changing  D'Oench  rules.  Any  individual  borrower  is  likely 
to  have  only  the  most  tangential  awareness  of  or  interest  in  D'Oench  pov/ers  prior 
to  their  own  bank's  becoming  insolvent.  By  contrast,  the  FDIC  or  RTC  is  involved 
in  every  D'Oench  case.''®  If  D'Oench  powers  are  cut  back,  it  is  plausible  that  the 
Federal  agencies  might  take  additional  supervisory  action  to  help  assure  the  accu- 
racy of  the  banks'  books.  The  FDIC,  as  repeat  player,  may  be  able  to  take  more  effi- 
cient action  to  prevent  improper  banking  practices  than  the  borrowers,  who  have 
less  of  a  continuing  role  in  monitoring  bank  behavior.  It  might  be  useful  to  ask  the 
FDIC  to  detail  what  supervisory  action,  if  any,  might  be  available  to  the  agency  if 
D'Oench  powers  were  cut  back. 

B.  Holder  in  Due  Course  and  FDIC  Litigation  Disadvantages 

Special  FDIC  litigation  disadvantages  could  form  a  separate  elTiciency  rationale 
for  nolder  in  due  course  status.  The  FDIC  disadvantage  stems  from  the  unusual  dif- 
ficulty the  agency  may  face  in  getting  reliable  testimony  from  the  bank  employees 
whose  actions  before  insolvency  form  the  basis  of  the  third  party's  claim  or  defense. 
Such  employees  have  often  lost  their  jobs,  and  may  not  be  available  to  testify.  The 
employees  have  no  particular  loyalty  to  the  FDIC  as  receiver  or  conservator,  and 
may  have  more  loyalty  to  the  other  party,  with  whom  they  had  prior  dealings.  All 


''^U.C.C.  §3-302(3)  (1990).  For  a  discussion  of  the  technical  lack  of  holder  in  due  course  sta- 
tus of  the  FDIC,  see  Echevarria  at  780  n.254. 

"'''There  are  other  examples  where  Government  entities  that  are  required  to  take  over  an 
asset  are  exempted  from  burdensome  legal  rules.  For  instance,  under  the  Superfund  law,  a  State 
or  local  government  is  exempted  from  liability  where  it  acquires  "ownership  or  control  involun- 
tarily through  bankruptcy,  tax  delinquency,  abandonment,  or  other  circumstances  in  which  the 
government  involuntarily  acquires  title  by  virtue  of  its  function  as  sovereign."  42  U.S.C. 
§9601(20)(D). 

"•^Even  when  a  D'Oench  power  is  invoked  by  the  agency's  assignee,  the  agency  has  been  in- 
volved in  the  sale  of  the  underlying  asset  to  the  assignee. 
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of  these  factors  create  a  risk  that  the  FDIC  will  not  be  able  to  present  relevant  wit- 
nesses and  evidence,  or  will  have  to  rely  on  employee  testimony  that  is  less  favor- 
able to  the  FDIC  than  the  underlying  facts  would  warrant.  On  the  other  hand,  the 
employees  may  also  have  reason  to  testify  more  favorably  to  the  FDIC  than  the 
facts  would  warrant.  Employees  who  help  show  that  a  borrower  was  defrauded 
might  easily  be  admitting  that  they  were  participants  in  illegal  fraudulent  activity. 
Especially  in  light  of  the  arsenal  of  enforcement  weapons  now  held  by  regulators, 
employees  may  oe  extremely  reluctant  to  testify  in  ways  that  help  a  borrower  estab- 
lish an  oral  claim  or  defense. 

Allowing  personal  defenses  to  be  asserted  against  the  FDIC,  along  the  lines  of 
holder  in  due  course  status,  could  have  two  sorts  of  efficiency  losses.  First,  the  FDIC 
may  face  high  litigation  expenses  in  marshaling  witnesses  and  evidence  to  dispose 
of  claims  and  defenses  now  subject  to  agency  U'Oench  powers.  The  FDIC  lawyers 
would  face  the  challenge  of  developing  their  cases  in  situations  where  a  bank  has 
failed  and  is  often  in  some  measure  of  disarray.  These  litigation  costs  would  exceed 
the  lower  litigation  costs  the  FDIC  now  enjoys  due  to  its  broad  D'Oench  powers.  Sec- 
ond, there  would  be  the  possibility  of  borrowers  asserting  claims  or  defenses  on  the 
chance  that  the  FDIC  will  not  be  able  to  marshal  evidence  showing  that  the  borrow- 
er's claim  or  defense  should  lose.  Consider,  for  instance,  a  situation  where  the 
records  of  a  failed  institution  are  seriously  deficient  and  key  employees  are  unavail- 
able to  testify.  Parties  who  have  done  business  with  that  bank  may  engage  in  litiga- 
tion designed  to  take  advantage  of  gaps  in  the  FDIC's  ability  to  succeed  in  court 
where  it  deserves  to  win.  The  cost  ol  such  lawsuits  would  be  an  efficiency  loss. 
There  would,  in  addition,  be  the  inequity  of  allowing  such  opportunistic  actions  by 
the  borrowers  to  succeed.  Fortunately,  a  recent  change  in  the  draft  of  S.  648  would 
reduce  the  risk  of  these  opportunistic  actions.''^ 

It  is  difficult  for  me  to  assess  the  magnitude  of  these  litigation-related  efficiency 
losses.  Perhaps  the  FDIC  would  really  face  unmanageable  litigation  expenses  in  a 
world  without  D'Oench  powers,  and  many  trumped-up  claims  and  defenses  would 
really  succeed  against  the  FDIC.  If  so,  then  only  narrow  D'Oench  reform  is  probably 
justified,  such  as  to  eliminate  some  of  the  hyper-technical  requirements  of  the  cur- 
rent 1823(e).  Quite  possibly,  however,  litigation  problems  are  more  modest,  and  the 
supervisory  agencies  can  take  steps  to  assure  that  bank  records  remain  in  good 
order  and  key  witnesses  are  available  to  testify.  If  so,  then  somewhat  broader  re- 
form, along  the  lines  of  S.  648,  may  well  be  appropriate.  I  am  tentatively  inclined 
to  this  latter  view. 

To  help  resolve  this  uncertainty,  I  suggest  that  the  Committee  gather  information 
from  litigators  experienced  in  D'Oench  cases,  both  for  and  against  the  agencies.  The 
agencies  can  be  asked  to  provide  specific  information  about  what  sorts  of  litigation 
obstacles  they  would  encounter  in  the  absence  of  D'Oench  powers,  and  why  those 
problems  cannot  be  solved  as  a  matter  of  open-bank  supervision.  Litigators  against 
the  FDIC  can  be  asked  to  explain  why  they  believe  the  agency  would  have  a  fair 
opportunity  to  litigate,  as  welt  as  what  protections  would  exist  against  trumped-up 
litigation. 

V.  Equitable  Concerns  and  the  "Save  the  Fund"  Argument 

My  discussion  to  this  point  has  shown  how  some  often-repeated  agency  arguments 
are  weak.  First,  other  major  safeguards  exist  for  the  deposit  insurance  fund,  such 
as  prompt  corrective  action,  early  closure,  and  a  large  FDIC  reserve.  Savings  from 
D'Oench  powers  are  not  likely  to  be  significant  compared  to  the  efiects  of  these  other 
safeguards.  Second,  broad  D'Oench  powers  are  not  needed  to  enable  the  FDIC  to  de- 
cide how  to  resolve  a  failed  institution.  Weaker  D'Oench  powers  may  make  some 
failed  bank  assets  harder  to  sell,  but  the  FDIC  already  faces  similar  problems,  on 
a  larger  scale,  when  it  has  to  sell  portfolios  of  bad  assets. 

D'Oench  powers  thus  do  not  play  an  important  role  in  the  systemic  issue  of 
whether  the  deposit  insurance  fund  stays  solvent.  Instead,  our  concern  is  principally 
about  assuring  justice  in  the  individual  disputes  between  the  FDIC  and  third  par- 
ties. In  assessing  the  equitable  position  of  the  two  sides,  the  main  issue  is  the 
strength  of  the  'save  the  fund"  argument — the  idea  that  those  connected  to  bank 
failures  should  pay  rather  than  the  FDIC  fund  and  the  taxpayers.  In  the  midst  of 
the  thrift  crisis,  the  "save  the  fund"  argument  seemed  overwhelmingly  powerful. 


*®  An  earlier  draft  of  S.  648  had  permitted  to  go  forward,  irrespective  of  the  usual  requirement 
of  a  writing,  any  "claim  or  defense  in  litigation  commenced  before  the  date  of  the  appointment 
of  the  Corporation  as  receiver  or  conservator."  The  revision  as  of  June  9  allows  such  claims  or 
defenses  to  go  forward  only  if  they  were  filed  in  a  judicial  proceeding  more  than  90  days  before 
the  date  of  appointment.  The  90-day  requirement  would  reduce  the  likelih(X)d  of  non-meritorious 
claims  or  defenses  being  filed  in  a  rush  in  the  days  before  a  bank  failed. 
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Today,  it  is  easier  to  see  that  there  are  strong  counter-arguments  to  the  idea  that 
the  insurance  fund  should  generally  win.  In  the  discussion  here,  I  will  first  give  rea- 
sons for  supporting  and  rejecting  the  "save  the  fund"  argument.  I  then  conclude  that 
the  argument  for  saving  the  fund  in  individual  litigation  is  weaker  than  has  usually 
been  appreciated. 

A.  Reasons  Supporting  the  "Save  the  Fund"  Argument 

The  structure  of  deposit  insurance,  the  nature  of  third  parties  defeated  by 
D'Oench  powers,  and  special  difficulties  facing  Government  collection  efTorts  support 
the  "save  the  fund"  argument. 

The  structure  of  deposit  insurance  puts  greater  burdens  on  (jovernment  than  on 
a  similar  private  insurer,  and  thus  may  Justify  certain  benefits  for  Government  in 
being  reimbursed.  Because  termination  of  deposit  insurance  is  considered  the  equiv- 
alent of  a  death  penalty  for  banks,  that  penalty  is  rarely  used.^°  The  FDIC  insur- 
ance fund  has  thus  become  a  sort  of  "assigned  risk"  pool,  with  the  Government  re- 
quired as  sole  insurer  to  take  on  all  the  bad  risks. 

Not  only  does  the  FDIC  have  to  insure  the  bad  risks  with  the  good,  but  it  has 
been  saddled  with  a  product  that  no  private  insurer  would  tolerate.  The  deposit  in- 
surance program  is  in  the  form  of  a  limitless  guarantee,  in  contrast  to  private  insur- 
ers' careful  caps  on  liability.  The  usual  private-sector  protections  of  the  insurer, 
such  as  deductibles  or  co-payments  by  the  insured,  do  not  apply  in  FDIC  insurance. 
And  the  limited  steps  taken  toward  risk-based  premiums  are  not  nearly  large 
enough  to  reflect  the  actual  differences  in  risk  between  the  safest  and  least  safe 
banks.  All  of  these  special  features  of  deposit  insurance  are  designed  to  assure  de- 

gositor  confidence  in  the  banking  system.  The  special  features  may  also  justify  some 
^'Oench  powers  or  other  special  protections  for  the  insurance  fund  when  insured 
banks  fail. 

Another  reason  the  Government  may  deserve  special  rules  in  insolvency  is  that 
equity  may  favor  it  over  the  third  parties  with  whom  it  is  competing  for  assets. 
Imagine,  for  instance,  that  parties  that  are  D'Oenched  are  mostly  insiders  who 
helped  the  bank  mislead  regulators  or  who  received  special  treatment  from  the 
bank.  The  D'Oench  case  itself  fits  this  pattern.  If  most  cases  fit  this  pattern,  then 
the  insurance  fund  should  systematically  win  against  the  third  parties,  perhaps 
even  without  trial. 

The  Government  also  faces  certain  difficulties  in  collecting  on  amounts  due.  First, 
Government  agencies  may,  on  average,  be  less  successful  at  collecting  assets  than 
private  creditors.  Private  creditors  nave  a  direct  financial  stake  in  realizing  on 
amounts  due,  while  Government  employees  have  a  different  set  of  political  and 
other  incentives  less  clearly  tied  to  recovering  money.  Second,  debtors  facing  bank- 
ruptcy may  systematically  favor  creditors  who  can  help  them  post-insolvency.  There 
is  no  similar  incentive  to  favor  the  Government,  which  is  unlikely  to  show  favor- 
itism post-insolvency.  Third,  as  discussed  above  in  connection  with  the  holder  in  due 
course  doctrine,  the  Government  may  face  unusual  litigation  difficulties  in  D'Oench 
cases.  It  would  seem  inequitable  for  the  fund  to  pay  for  claims  and  defenses  that 
would  have  won  if  evidence  had  been  available. 

B.  Reasons  For  Rejecting  the  "Save  the  Fund"  Argument 

Reasons  for  rejecting,  or  at  least  limiting,  the  "save  the  fund"  argument  include 
its  over-broad  nature,  its  bad  policy  from  the  tax  perspective,  and  equitable  argu- 
ments based  on  the  Government's  knowledge  and  control. 

One  strong  reason  for  restricting  the  "save  the  fund"  argument  is  that  it  is  too 
open-ended.  If  the  actual  goal  is  to  maximize  recovery  by  the  FDIC  on  bank  assets, 
then  quite  extraordinary  measures  could  be  considered.  For  instance,  the  FDIC 
might  be  able  to  defeat  all  claims  against  the  bank  except  those  of  insured  deposi- 
tors. Or,  all  defenses  against  collection  by  the  FDIC  might  be  disallowed,  even  if 
they  were  in  writing.  But  the  mere  fact  that  the  Government  pays  cannot  mean  that 
it  should  get  whatever  it  wants.  Additional  considerations  must  be  brought  to  bear 
on  the  decision  of  how  far  the  "save  the  fund"  argument  should  go. 

A  second  limit  on  the  argument  is  that  it  makes  little  sense  when  analyzed  as 
tax  policy.  The  costs  of  the  deposit  insurance  system  are  spread  over  a  wide  base, 
with  the  assessments  directly  made  on  deposits,  and  backup  funding  coming  from 
taxpayers.  All  depositors  and  taxpayers  receive  the  macroeconomic  benefits  of  a 
smoothly  functioning  banking  system.  By  contrast,  special  rules  that  favor  the  Gov- 
ernment come  at  the  expense  of  an  unknown  group  of  private  parties.  The  rules 
thus  operate  as  a  sort  of  random  tax  on  parties  unlucky  enough  to  be  caught  by 


^"See  FDIC  Annual  Report  29  (1990)  (average  of  3  terminations  per  year  between  1988  and 
1990). 
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the  special  rules.''^  This  concern  about  random,  substantial  taxation  underlies  the 
prohibition  on  taking  without  just  compensation  in  the  Fifth  Amendment.'^^  Unless 
the  losing  parties  deserve  to  be  singled  out  for  such  taxation,  the  better  policy  would 
be  to  spread  the  cost  over  the  full  range  of  beneficiaries  of  the  deposit  insurance 
system.  This  problem  of  random  taxation  is  particularly  acute  for  the  recent  period 
where  the  special  rules  were  not  clearly  in  place  or  many  parties  did  not  know  of 
them. 

Next,  the  equitable  position  of  the  Government,  compared  to  third  parties,  is  not 
nearly  as  strong  as  suggested  above.  The  Government  often  has  much  greater 
knowledge  about  financial  matters  and  the  condition  of  a  bank  than  do  the  third 
parties  subject  to  D'Oench  powers.  These  third  parties  are  often  borrowers  who  re- 
lied on  the  bank  for  financial  assistance,^^  vendors  who  had  the  bad  luck  to  sell  to 
the  bank  when  it  was  in  financial  difficulty,  or  other  parties  that  have  no  special 
expertise  in  monitoring  the  solvency  of  a  bank.  In  modern  financial  markets,  the 
most  sophisticated  borrowers  are  often  able  to  tap  securities  markets  directly. 
Banks  play  a  leading  role  in  lending  to  "middle  market"  or  smaller  customers,  who 
often  are  not  as  sophisticated  in  financial  dealings.  By  contrast.  Government  agen- 
cies are  specialized  in  financial  matters  and  have  detailed  knowledge  of  the  bank's 
actions  leading  up  to  insolvency.  Under  the  CAMEL  system,  for  instance,  bank  su- 
pervisors are  required  to  grade  each  bank's  capital  adequacy,  asset  quality,  manage- 
ment, earnings,  and  liquidity. 

The  Government  not  only  has  better  financial  knowledge  than  many  parties  af- 
fected by  D'Oench,  but  it  also  has  much  greater  control  over  the  bank.^''  The  general 
principle  is  that  a  creditor  having  dominion  and  control  over  the  debtor  is  in  a  weak- 
er position  than  other  creditors.  The  Government  itself  insists  on  this  principle 
when  it  enforces  the  cross-guarantee  provisions.^^  Under  prompt  corrective  action 
and  other  laws,  agency  intervention  in  bank  management  greatly  intensifies  as  the 
bank  nears  insolvency.  This  active  intervention  argues  in  favor  of  the  rights  of  third 
parties  and  against  expansive  D'Oench  powers. 

The  equitable  position  of  the  Government  is  even  weaker  because  regulators  have 
a  monopoly  on  the  ability  to  declare  a  bank  insolvent  and  thus  trigger  the  D'Oench 
powers.  The  standards  for  closing  a  bank  are  very  vague, ^^  and  courts  have  read 
the  statute  to  give  almost  limitless  discretion  to  the  agencies  about  when  to  close 
a  bank.^'  Broad  D'Oench  powers  can  give  the  Government  an  incentive  to  accelerate 
its  closure  decision,  such  as  when  the  Government  believes  there  are  significant 
fraud  cases  in  the  bank's  portfolio.^®  To  the  extent  that  D'Oench  rules  alter  the  Gov- 
ernment's closure  decisions,  other  parties  are  disadvantaged,  and  thus  in  an  equi- 
tably superior  position  to  the  Government. 

Finally,  as  discussed  in  connection  with  the  holder  in  due  course  doctrine,  the  liti- 
gation difficulties  facing  the  FDIC  may  not  be  as  great  as  the  agency  has  sometimes 
maintained.  D'Oench  rules  should  be  tailored  to  assist  the  FDIC  only  with  specific, 
actual  litigation  difficulties. 


^^See  James  J.  White  and  Robert  S.  Summers,  Uniform  Commercial  Code  650  (3d  ed.  1988) 
(criticizing  Federal  holder  in  due  course  doctrine  as  applying  a  tax  to  "a  random  and  indiscrimi- 
nately-selected group  of  debtors,  instead  of  putting  the  burden  on  the  taxpayers  as  a  whole  who 
presumably  are  those  who  principally  profit  from  deposit  insurance"). 

^^See,  e.g.,  Laurence  H.  Tribe,  American  Constitutional  Law  605  (2d  ed.  1988)  (takings  provi- 
sion limits  the  "Government's  power  to  isolate  particular  individuals  for  sacrifice  to  the  general 
good"). 

"■'Indeed,  one  important  role  of  banks  is  to  provide  financial  expertise  to  borrowers  who  are 
specialized  in  non-financial  matters.  Banks  acting  as  secured  lenders  are  especially  important 
in  monitoring  behavior  by  secured  debtors.  See,  e.g.,  Robert  E.  Scott,  A  Relational  Theory  of  Se- 
cured Financing,  86  Colum.  L.  Rev.  901  (1986).  There  is  no  reason  to  think  that  borrowers  from 
a  bank  are  good  monitors  of  the  bank's  solvency,  and  thus  of  the  risk  of  D'Oench  powers  being 
invoked  against  such  borrowers. 

"For  a  description  of  the  detailed  control  of  bank  agencies  over  individual  banks  and  even 
individual  loans,  see  Peter  P.  Swire,  The  Persistent  Problem  of  Lending  Discrimination:  A  Law 
and  Economics  Analysis,  73  Tex.  L.  Rev.  787,  SA6-AS  (1995). 

""The  cross-guarantee  provisions,  enacted  in  FIRREA,  require  commonly-controlled  insured 
institutions  to  reimburse  the  FDK!;  for  louses  from  a  failed  institution.  12  U.S.C.A.  §  1815(eXl)- 
The  provisions  also  make  the  claim  of  the  FDIC  for  reimbursement  fi-om  commonly-controlled 
institutions  superior  to  all  claims  made  by  entities  affiliated  with  a  failed  bank.  Id.  at 
§  1815(e)(2XC)(i). 

"«12  U.S.C.A.  §  1821(c)(5). 

^''Franklin  Savings  Assoc,  v.  OTS,  934  F.2d  1127  (10th  Cir.  1991). 

""Where  significant  loans  of  the  bank  are  subject  to  valid  fraud  defenses,  the  VViXC  can  collect 
on  these  loans  with  its  D'Oench  powers.  By  contrast,  the  bank  pre-insolvency  would  not  be  able 
to  collect,  due  to  the  fraud  defenses. 
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C.  Assessing  the  "Save  the  Fund"  Argument 

During  the  thrift  crisis  the  assumption  was  often  made  that  the  overriding  goal 
was  to  preserve  the  deposit  insurance  fund,  and  that  the  fact  that  the  Government 
was  paying  for  the  bailout  meant  that  the  Government  should  receive  the  benefit 
of  the  doubt  on  legal  issues,  including  on  D'Oench  powers.  As  the  analysis  here 
shows,  there  are  strong  equitable  and  other  arguments  that  the  Government  should 
be  less  favored  than  many  third  parties  who  are  afTected  by  the  D'Oench  powers. 

VI.  Specific  Statutory  Proposals 

My  discussion  to  this  point  has  shown  that  many  of  the  key  arguments  made  in 
favor  of  expansive  D'Oench  powers  are  weaker  than  oflen  perceived.  Although  there 
is  good  reason  to  protect  the  FDIC  against  the  core  problem  of  secret  agreements 
and  misleading  bank  records,  the  agency  should  be  required  to  come  forward  with 
specific  analysis  of  the  sorts  of  situations  where  other  laws  would  not  provide  ade- 
quate protection.  The  justification  for  D'Oench  powers  should  come  from  a  close 
analysis  of  specific  sorts  of  abuses,  and  not  because  D'Oench  powers  are  significant 
in  protecting  the  insurance  fund  or  vital  to  the  FDIC's  decision  about  how  to  resolve 
a  failed  institution  at  least  cost. 

With  these  conclusions  in  mind,  the  time  seems  ripe  for  a  rollback  of  the  D'Oench 
powers  that  have  so  recently  accumulated  in  agency  hands.  I  now  turn  to  several 
specific  provisions  of  S.  648. 

1.  Repealing  Technicalities  in  the  Current  1823(e) 

Based  on  the  January  testimony  of  the  FDIC  and  the  RTC,  there  now  appears 
to  be  a  consensus  emerging  that  three  of  the  hyper-technical  requirements  of 
1823(e)  can  be  eliminated.  Section  1823(e)  now  bars  any  claim  or  defense  that  was 
not  in  writing  "contemporaneously"  with  the  formation  of  the  agreement,  even 
though  loans  are  often  renegotiated.  The  statute  now  requires  approval  of  the  agree- 
ment by  the  board  of  directors  or  loan  committee,  even  though  this  requirement  is 
contrary  to  current  accepted  business  practice — approval  by  an  authorized  agent 
should  be  sufficient.  And  1823(e)  now  bars  a  claim  or  defense  where  the  writing  was 
not  continuously  in  a  bank's  records,  even  where  the  third  party  had  no  knowledge 
of  or  control  over  a  gap  in  the  bank's  recordkeeping  practices.  The  testimony  today 
of  Professor  Fred  Galves,  of  McGeorge  School  of  Law,  shows  the  injustices  that  have 
occurred  from  the  hyper-technical  requirements  of  the  current  1823(e).  All  three  of 
these  requirements  can  be  repealed  without  opening  the  door  to  secret  agreements 
or  similar  problems,  and  S.  648  does  repeal  them. 

2.  "Ordinary  Course  of  Business" 

The  current  draft  bill  says:  "No  agreement  which  tends  to  diminish  or  defeat  the 
interest  of  the  Corporation  in  any  asset  .  .  .  shall  be  enforceable  against  the  Cor- 
poration unless  that  agreement  is  in  writing  and  was  executed  in  the  ordinary 
course  of  business."  ^^  The  apparent  intent  of  the  "ordinar>'  course  of  business"  lan- 
guage would  seem  to  be  to  defeat  unusual  and  hence  questionable  agreements  en- 
tered into  between  the  bank  and  a  third  party.  I  suggest  that  the  "ordinary  course 
of  business"  language  should  be  either  deleted  or  modified. 

It  is  possible  that  the  "ordinary  course  of  business"  language  should  be  deleted. 
There  are  quite  possibly  other  sufficient  protections  against  the  sorts  of  unusual 
agreements  that  the  language  would  bar.  For  instance,  the  bill  would  generally  re- 
quire that  the  agreement  be  in  writing  and  made  by  an  authorized  agent  of  the 
bank.  The  exceptions  from  this  requirement  are  designed  to  bar  any  benefit  from 
secret  agreements.®"  And  other  laws  would  oflen  be  sufficient  to  defeat  any  party 
to  a  secret  or  other  unusual  agreement.®^ 

The  "ordinary  course  of  business"  language  may  not  only  be  unnecessary,  but  the 
same  language  has  caused  difficulties  in  the  bankruptcy  context.  Under  bankruptcy 
law,  the  trustee  may  be  prevented  from  avoiding  a  transfer  "to  the  extent  that  such 
transfer  was  in  payment  of  a  debt  incurred  by  the  debtor  in  the  ordinary  course  of 
business."®^  The  courts  have  struggled  unsuccessfully  to  give  any  consistent  inter- 


^^S.  648,  proposed  language  for  section  1823(eXI)  (emphasis  added). 

^'An  intentional  tort  or  statutory  claim  or  defense  is  barred  unless  the  fjarty  asserting  the 
claim  or  defense  demonstrates  that  the  party  did  not  participate  in  a  scheme  to  defraud  the 
bank  or  knowingly  lend  itself  to  a  scheme  to  mislead  bank  examiners.  I*roposed  §  1823(eX2)(D). 
As  discussed  below,  I  suggest  that  the  word  "knowingly"  be  changed  to  "n^ligently"  in  order 
to  protect  more  effectively  against  secret  agreements. 

^1  Echevarria,  at  807-810. 

^n  U.S.C.  §  547(c)(2). 
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pretation  to  the  language,^  and  the  Supreme  Court  has  specifically  declined  to  give 
guidance  to  the  lower  courts  about  the  meaning  of  "ordinary  course  of  business."^ 
Using  "ordinary  course  of  business"  in  the  D'Oench  context  thus  seems  to  be  inviting 
similar  confusion. 

If  something  similar  to  "ordinary  course  of  business"  is  necessary  in  this  bill,  a 
better  approach  may  be  to  defeat  agreements  which  "do  not  conform  to  good  practice 
in  the  industry"  or  which  "do  not  conform  to  industry  standards."  This  substitute 
language  may  better  direct  judges  to  the  relevant  question — whether  the  agreement 
between  the  bank  and  the  third  party  accords  with  good  business  practice  in  the 
industry.  Persons  expert  in  the  industry  can  then  present  evidence  as  to  industry 
standards. 

The  substitute  language  avoids  an  ambiguity  in  the  phrase  "ordinary  course  of 
business."  That  phrase  can  refer  to  good  industry  practice,  but  it  also  can  refer  to 
the  usual  practices  of  the  failed  bank,  or  the  usual  course  of  dealing  between  the 
failed  bank  and  the  third  party  now  involved  in  the  lawsuit.  Good  industry  practice 
should  be  rewarded  by  making  an  otherwise-eligible  third  party  able  to  assert  a 
claim  or  defense.  But  the  other  interpretations  would  be  contrary  to  the  goals  of  this 
bill — improper  practices  of  the  bank  or  an  improper  course  of  dealing  with  the  third 
party  should  not  form  the  basis  for  allowing  assertion  of  a  claim  or  defense. 

3.  "Knowingly  Lend  Itself  to  a  Scheme  to  Mislead" 

Under  the  draft  bill,  notwithstanding  the  general  requirement  of  a  writing,  a 
party  may  assert  a  claim  or  defense  "based  on  alleged  intentional  torts  or  alleged 
violation  of  State  or  Federal  statutory  or  regulatory  law,"  subject  to  certain  condi- 
tions. One  condition  is  that  the  party  seeking  to  assert  the  claim  or  defense  must 
demonstrate  that  the  party  did  not  "knowingly  lend  itself  to  a  scheme  to  mislead 
bank  examiners  by  misrepresenting  the  value  of  the  assets  of  the  institution." 

I  question  the  inclusion  of  the  term  "knowingly"  in  this  provision.  I  suggest  that 
the  Committee  instead  consider  using  the  term  "negligently."  The  usual  understand- 
ing of  the  term  "negligently"  is  that  the  party  failed  to  take  cost-justified  pre- 
cautions to  protect  against  a  risk.  The  reasonable  and  appropriate  precautions  are 
measured  as  of  the  time  of  the  action,  and  not  based  on  knowledge  after  the  fact. 

Consider  the  equities  in  a  case  where  a  party  has  negligently  allowed  itself  to  be- 
come part  of  a  scheme  to  mislead  bank  examiners.  The  term  "negligently"  means 
that  the  party  itself  did  not  act  properly — did  not  take  reasonable  precautions.  After 
the  fact,  we  have  to  allocate  the  loss  between  this  negligent  party  and  the  FDIC, 
which  was  the  victim  of  the  scheme  to  mislead.  In  part  due  to  the  party's  neg- 
ligence, the  FDIC  was  deprived  of  the  ability  to  assess  the  bank's  books  accurately. 
In  such  a  situation,  the  equities  seem  to  favor  the  FDIC  over  the  negligent  party. 

By  contrast,  under  the  current  draft,  the  FDIC  would  lose  when  the  party  was 
negligent  or  even  reckless.  For  any  alleged  violation  of  State  or  Federal  law,  or  any 
alleged  intentional  tort,  the  party  would  be  able  to  avoid  the  application  of  1823(e) 
unless  it  had  the  very  strict  mens  rea  of  "knowingly."  This  provision  would  force 
the  FDIC  to  go  to  trial  even  with  parties  who  negligently  or  recklessly  participated 
in  a  scheme  to  mislead  bank  examiners.  Such  parties  deserve  little  sympathy  from 
the  law.^ 

4.  "Participate  in  a  Scheme  to  Defraud" 

A  separate  drafting  question  concerns  the  language  in  proposed  Section 
1823(e)(2)(D)(i)(I),  providing  that  the  party  asserting  a  claim  or  defense  demonstrate 
that  the  party  did  not  "participate  in  a  scheme  to  defraud  the  subject  insured  depos- 
itory institution."  As  drafted,  this  language  appears  to  create  a  strict  liability  provi- 
sion— anyone  participating  in  a  scheme  is  barred  from  asserting  the  claim  or  de- 
fense, even  if  they  acted  reasonably.  It  is  possible  that  the  provision  is  narrower 
than  it  appears,  if  a  person  participates  in  a  "scheme"  only  with  some  high  level 
of  knowledge.  One  clarification  could  add  the  word  "negligently"  before  the  word 
"participate."  This  change  would  make  clear  that  only  a  party  unreasonably  partici- 
pating in  a  scheme  would  be  barred  from  asserting  a  claim  or  defense. 


"See,  e.g.,  Peter  A.  Davidson,  ZZZZ  Best — Ordinary  Course  Protection  for  Long-Term  Debt, 
20  Cal.  Bankr.  J.  45  (1992);  David  J.  Desimone,  Section  547(cX2)  of  the  Bankruptcy  Code:  The 
Ordinary  Course  of  Business  Exception  Without  the  45  Day  Rule,  20  Akron  L.  Rev.  95  (1986). 

^  Union  Bank  v.  Wolas,  502  U.S.  151,  162  (1991). 

"^  If  "knowingly"  is  not  cut  back  to  "negligently,"  an  intermediato  position  would  be  to  use  the 
term  "recklessly."  Even  if  a  party  did  not  "knowingly"  participate  in  a  scheme  to  defraud,  it 
should  not  be  rewarded  where  it  acted  "recklessly,"  i.e.,  in  a  wanton  or  willful  manner,  or  in 
reckless  disregard  for  the  cffectfi  of  its  actions  on  bank  regulators. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  SARBANES  FROM 
PETER  P.  SWIRE 

UNWERSny  OF  VIRGINIA 

SCHOOL  OF  LAW 

580  MASSIF  ROAD 

CHARLOTTESVILLE,  VA    22903-1789 

Peter  P.  Swire 

Associate  Professor  of  Law  July  6,  1995 

Irttemel  pps2d®virginui.edu 


Mr.  Joe  Kolinski 

Chief  Clerk 

United  States  Senate 

Committee  on  Banking,  Housing,  and  Urban  Affairs 

Wasiimgton,  D.C.  20510-6075 

Dear  Mr.  Kolinski: 

This  letter  is  in  response  to  a  written  question  from  Senator  Sarbanes,  in  connection  with 
my  testimony  on  June  14,  1995  on  S.  648,  the  D'Oench,  Duhme  Reform  Act. 

Ql.    Do  each  of  the  exceptions  described  in  Section  3,  part  2  of  S.  648  correspond  to 
adjudicated  cases  that  reflect  an  overbreadth  in  the  application  of  the  D'Oench  Duhme  doctrine? 

Al.    For  the  most  pan,  yes.    Subpart  (A)  of  Section  3  allows  a  claim  or  defense  to 
proceed  if  it  "does  not  relate  to  an  agreement  affecting  an  asset  acquired  from  the  insured 
depository  institution  by  die  Corporation. "    I  am  not  clear  about  what  precisely  this  Subpart 
addresses.    Subpart  (B)  allows  a  claim  or  defense  to  proceed  if  it  "relates  to  a  transaction  that,  in 
the  normal  course  of  business,  would  not  be  included  in  the  official  records  of  the  insured 
depository  institution."    This  Subpan  applies,  for  instance,  to  the  gardener  who  planted  flowers 
for  a  bank  but  was  not  paid  prior  to  insolvency.    The  agencies  in  this  hearing  agreed  that  such 
contractors  occasionally  have  been  denied  paynieni  under  the  D'Oench  powers.    Such  contractors 
are  supposed  to  be  paid  under  the  FDIC  policy  guidance  issued  in  1994.    Subpart  (B)  would 
essentially  codify  the  current  agency  policy.    Subpart  (C)  allows  a  claim  or  defense  to  proceed  if 
"tiled  in  a  judicial  proceeding  more  than  90  days  before  the  date  of  die  appointment  of  the 
Corporation  as  conservator  or  receiver."    Under  current  law,  the  agencies  have  been  able  to  cut 
off  unwritten  claims  and  defenses  as  of  the  moment  of  insolvency,  even,  for  instance,  where  trial 
on  the  issue  has  already  occurred.    1  believe  the  famous  Sweeney  case  tits  this  pattern.    Subpart 
(D)  allows  the  bringing  of  claims  or  defenses  based  on  intentional  torts  or  state  or  federal 
statutory  or  regulatory  law,  under  certain  circumstances.    The  courts  have  often  struck  down  such 
claims  and  defenses  under  current  law.  altiiough  some  courts  have  upheld  claims  and  defenses 
based  on  federal  securities  and  other  laws. 


Peter  Swire 
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Estimating  the  impact  of  the  proposed  legislation  on  the 
FDIC's  pending  litigation  is  more  certain.   We  have  reviewed 
all  FDIC  cases  in  litigation  that  were  pending  on  June  1, 
1995  in  which  D'  Oench  and/or  section  1823(e)  were  at  issue. ^ 
We  found  a  total  of  236  litigation  cases  pending  in  which 
D' Oench  and/or  section  1823 (e)  were  at  issue  with  a  total 
claim  amount  of  approximately  $1.2  billion.   Of  that  total, 
we  estimate  that  approximately  $729  million  would  be  affected 
by  the  D' Oench  Duhme  Reform  Act  as  reflected  in  the  proposed 
substitute  by  Senator  Cohen  that  was  provided  to  the  FDIC 
on  June  9,  1995.   This  would  result  in  estimated  additional 
attorneys'  fees  and  costs  in  these  cases  of  approximately 
$5.9  million.   It  should  be  noted,  however,  that  cases 
included  within  the  $729  million  in  claims  that  would  be 
affected  by  the  legislation  could  be  decided  on  other  issues 
in  favor  of  the  FDIC.   Therefore,  the  actual  cost  below  $729 
million  cannot  be  estimated  with  any  degree  of  accuracy. 

In  addition,  as  of  June  30,  1995,  1,293  receivership  claims 
were  pending  with  a  total  claim  value  of  $663,000,000  which 
potentially  could  be  affected  by  the  D' Oench  Duhme  Reform 
Act . 


### 


■   This  review  was  confined  to  FDIC  cases  and  did  not 
include  RTC  cases . 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  SARBANES  FROM 
SHARON  POWERS  SIVERTSEN 


The  FDIC  argues  that  the  D'Oench  doctrine  Is  critical 
to  its  ability  to  evaluate  quickly  and  accurately  em 
institution's  assets  and  liabilities  and   determine 
the  most  efficient  resolution  for  that  institution. 
Consequently,  the  FDIC  argues  that  the  recjuirements 
of  section  1823 (e)  prevent  losses  to  the  deposit 
insurance  f imds . 

What  is  your  estimate  of  the  increased  cost  to  the 
insurance  funds  that  would  result  from  the  proposed 
legislation? 


A.    The  Federal  Deposit  Insurance  Corporation  is  unable 
to  estimate  the  actual  amount  of  the  increased  costs  to  the 
deposit  insurance  funds  that  would  result  from  the  proposed 
legislation.   Since  the  amendment  would  permit  claims  or 
defenses  that  are  barred  under  current  law,  it  would  impose 
new  and  unanticipated  expenses  and  losses  on  existing  receiv- 
erships.  The  impact  on  the  deposit  insurance  funds  of  such 
increased  costs  would  depend  upon  the  ability  or  inability 
of  eacn  affected  receivership  to  pay  the  additional  expenses 
and  losses  from  its  available  assets . 

As  receiver,  in  order  to  minimize  the  impacc  and  hardship 
on  uninsured  depositors  and  creditors,  the  FDIC  routinely 
pays  cash  dividends  on  receiver's  certificates  issued  to 
depositors  and  creditors  of  a  receivership  based  upon  its 
estimates  of  receivership  liabilities  and  assets .   Because 
the  FDIC's  ability  to  pay  advance  dividends  in  future  fail- 
ures is  contingent  upon  its  ability  to  estimate  assets  and 
liabilities  accurately,  the  payment  of  advance  dividends 
could  decrease  due  to  the  additional  uncertainly  created  by 
passage  of  the  proposed  legislation.   In  addition,  the 
receiver  establishes  reserves  for  estimated  losses  arising 
from  claims  in  litigation  based  upon  existing  law.   If  the 
estimated  reserves  or  available  assets  were  insufficient  due 
to  unanticipated  expenses  and  losses  incurred  as  a  result  of 
the  proposed  legislation,  the  receiver  might  not  have  suffi- 
cient funds  to  pay  the  new  expenses  and  losses  out  of  receiv- 
ership funds.   In  such  cases,  the  FDIC  would  have  to  pay  the 
expenses  and  losses  from  the  deposit  insurance  fund.   Simi- 
larly, if  unanticipated  expenses  and  losses  incurred  as  a 
result  of  the  proposed  legislation  prevented  full  payment' on 
depositor  claims,  which  include  the  FDIC's  statutory  deposit 
insurance  claim,  the  deposit  insurance  fund  would  incur 
additional  losses. 
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News  from 

Senatcn*- 


322  Hirl  Building 
Washingioo,  D.C  20510-1901 

202-224-^23 


June    14,    1995 

FOR  IMMEDIATE  RELEASE 


Cohen 


of  Maine 


CONTACT:   Kathryn  Gest 


COHEN:  BILL  WOULD  OPEN  COURTHOOSE  DOORS  TO  BANK  FRAUD  VICTIMS 


WASHINGTON,  D.C.  —   Senator  Bill  Cohen,  R-Maine,  testified 
today  in  favor  of  legislation  he  is  sponsoring  to  give  bank  fraud 
victims  their  day  in  court. 

Cohen's  bill,  cosponsored  by  Banking  Committee  Chairman 
Alfonse  D'.^ato,  R-N.Y.,  also  is  intended  to  make  federal  bank 
regulatory  agencies  more  accountable  for  their  actions . 

The  measure  affects  the  53-year-old  "D'Oench  Duhme 
doctrine,"  which  was  designed  to  protect  the  interests  of  the 
banking  agencies.   The  law  provides  that  unrecorded  "secret  side 
agreements"  made  by  banks  are  not  enforceable  if  the  bank  fails 
and  a  banking  agency  is  appointed  receiver. 

Cohen  charged  that  t.he  banking  agencies  have  had  a  windfall 
in  the  past  because  D'Oench  Duhme  has  improperly  barred  so  many 
claims . 

"It  is  time  to  redress  this  unfairness,"  he  said.  "The  bill 
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preserves  the  core  purpose  of  the  D'Oench  doctrine  --  to  protect 
the  banking  agencies  from  secret  side  agreements.   But  the  bill 
permits  individuals  with  legitimate  claims  of  fraud  to  have  their 
day  in  court . " 

Cohen  noted  that  at  a  hearing  of  the  Governmental  Affairs 
Oversight  Subcommittee  he  chaired  in  January  testimony 
highlighted  cases  of  individuals  who  had  been  victimized  by  use 
of  the  D'Oench  Duhme  doctrine  by  the  Federal  Deposit  Insurance 
Corp.  and  the  Resolution  Trust  Corp. 

Cohen  cited  the  case  of  an  elderly  couple  from  California 
who  lost  their  savings  in  a  fraudulent  real  estate  scheme.   The 
bank  officials  went  to  jail  for  bank  fraud,  but  the  couple's 
civil  case  was  dismissed  because  of  D'Oench. 

In  a  Maine  case,  a  contractor  had  to  litigate  for  years 
before  he  was  compensated  for  labor  and  materials  he  provided  to 
a  bank  based  on  an  oral  agreement.   The  FDIC  argued  that  his 
claim  should  be  barred  under  D'Oench. 

"Since  the  misapplication  of  the  D'Oench  doctrine  by  the  RTC 
and  the  FDIC  has  had  such  a  devastating  impact  on  many  people  in 
the  past  five  years,  the  bill  provides  some  help,"  he  said. 
"This  is  warranted  to  provide  the  maximum  amount  of  relief  from 
what,  in  my  view,  is  an  unjust  law." 

### 
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l()4Tii  CONGRESS 
1st  Session 


S.648 


To  clarifv-  treatment  of  certain  daims  and  defenses  ajrainst  an  insured  deposi- 
ton-  institution  under  receiversliip  by  the  Federal  Deixtsit  Insurance 
Conioratioti.  and  for  otlier  purposes. 


IX  THE  SENATE  OF  THE  UNITED  STATES 

.March  :5()  (legnslative  day,  .March  27),  199.T 
Mr.  Cohen  (for  himself,  .Mr.  D'.Vmato.  .Mr.  BENNETT,  and  Mr.  F.URCi.oTH) 
introduced  the  followinsr  bill:  which  was  read  tvnce  and  referred  to  the 

Coninuttec  on  Bankiiiir.  llousiii;.'.  anil  Urban  .Vffairs 


A  BILL 

To  claritH-  troutment  of  ceitain  claims  and  defen.ses  a^-aiiist 
an  insured  depositon.'  institution  under  receivership  by 
the  Federal  Deposit  Insurance  Corporation,  and  foi-  other 
l)urpo.ses. 

1  Bt  if  funded  bij  the  Seiuite  and  House  of  Reprfsentn- 

2  tives  of  the  United  Sfafts  of  Atnenai  in  (\in(jrn<x  dssenthled. 

3  SECTION  1.  SHORT  TITLE. 

4  This  Act  may  be  cited  as  the  "D'Oench  Diihmc  Re- 

5  form  Act". 

6  SEC.  2.  FINDINGS  AND  PURPOSES. 

7  (a)  FiNDIXtis. — The  Coiii^Tess  finds  that — 
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1  (1)   in  D'OoiK-h  Duhme  &  Co.  v.   Federal  De- 

2  posit  Insurance  Coqwration,  315  U.S.  447  (1942), 

3  the    Supreme    Court    determined    that    secret    side 

4  agreements  that  were  not  recorded  in  tlie  records  of 

5  an  in.sured  depositor^'  institution  should  not  be  en- 

6  forceable    against    Federal    banking   agencies    when 

7  those  agencies  acquired  assets  following  the  failure 

8  of  the  institution; 

9  (2)  the  Supreme  Court  ba.sed  its  holding  (liere- 

10  after  in   this  section  referred  to  as  the   "D'Oench 

11  doctrine'')  on  its  power  to  develop  Federal  common 

12  law; 

13  (3)    in    1950,    the   Congress   supplemented    the 

14  D'Oench  doctrine  by  amending  section  13(e)  of  the 

15  Federal  Deposit  Insurance  Act  to  invalidate  agi-ee- 

16  ments  relating  to  assets  acquired  by  Federal  bank- 

17  ing  agencies  that  were  not  recorded  in  official  depos- 

18  itoiy  institution  records; 

19  (4)  Federal  and  State  courts  have  expanded  the 

20  scope  of  the  D'Oench  doctrine  and  section  13(e)  of 

21  the  Federal  Deposit  Insurance  Act  by  interpreting 

22  them  to  bar  tort  claims  based  on  oral  representa- 

23  tions.  claims  that  do  not  relate  to  assets  acquired  by 

24  Federal    banking    asencies.    and    numerous    other 
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1  claims  and  defenses  beyond  the  original  scope  and 

2  intent  of  those  two  lines  of  authority; 

3  (5)    the   Federal   banking   agencies'   aggressive 

4  use  of  the  D'Oench  doctrine  and  section  13(e)  of  the 

5  Federal  Deposit  Insurance  Act  in  the  administrative 

6  claims  process  and  litigation,  combined  with  the  ex- 

7  pansive  interpretation  of  those  authorities  by  the  Su- 

8  preme  Court,  have  led  to  fiuidamentally  unfair  re- 

9  suits;  and 

10  (6)  many  individuals  have  been  barred  from  as- 

11  serting  potentially  valid  claims  and  defenses  once  an 

12  insured  depositorv-  institution  has  been  declared  in- 

13  solvent  and  taken  over  by  a  Federal  banking  agency. 

14  (b)  Purposes. — The  purposes  of  this  Act  are — 

15  (1)   to  unify  the  lines  of  authority  developed 

16  under  the  Federal  common  law  and  referred  to  in 

17  subsection  (a)  and  section  13(e)  of  the  Federal  De- 

18  posit  Insurance  Act,   so  that  all  cases  relating  to 

19  agreements  against  the  interest  of  the  Federal  De- 

20  posit  Insurance  Corporation  are  decided  i)arsuant  to 

2 1  Federal  statutoiy  law;  and 

22  (2)  to  return  the  D'Oench  doctrine  to  its  origi- 

23  nal  purpose  by  continuing  to  bar  the  enforcement  of 

24  unrecorded  agreements,  but  allowing  certain  poten- 
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1  tially  valid  intentional  tort  and  other  claims  and  de- 

2  fenses  to  be  adjudicated  on  their  merits. 

3  SEC.  3.  CLARIFICATION. 

4  Section  13(e)  of  the  Federal  Deposit  Insurance  Act 

5  (12  U.S.C.  1823(e))  is  amended  to  read  as  follows: 

6  "(e)   aoreemexts  against   interests   of   the 

7  Corporation. — 

8  "(1)  In  gener,\l. — No  agreement  which  tends 

9  to  diminish  or  defeat  the  interest  of  the  Corporation 

10  in  any  a.s.set  acquired  by  the  Corporation  under  this 

11  section  or  under  section  11,  by  purchase  or  as.sump- 

12  tion,  or  in  its  capacity  as  receiver  of  any  insured  de- 

13  positorA-  institution,  shall  be  enforceable  a<rainst  the 

14  Corporation  unless  that  agreement  is  in  wTiting  and 

15  was  executed  in  the  ordinan,'  course  of  business  by 

16  an  in.sured  depositorv  institution  through  an  officer 

17  or  other  employee  or  representative  of  the  institution 

18  hanng  the  authority  to  execute  such  an  agreement 

19  on  behalf  of  the  institution. 

20  "(2)    Ci>.\iMs   against   the    corpor-vtion. — 

21  Xotwitlistamling  paragraph   (1),   no  court  may  bar, 

22  estop,  or  otherwise  prohibit  the  atljudicatidu  against 

23  the  Corporation,  in  its  corjiorate  capacity  and  as  re- 

24  ceiver  of  an  insured  depositc^y  institution,  of — 
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1  "(A)  a  claim  or  defense  that  does  not  re- 

2  late  to  specific  assets  acquired  by  the  Coi-pora- 

3  tion; 

4  "(B)  a  claim  or  defense  that  does  relate  to 

5  transactions    that    would    not,    in    the    normal 

6  course  of  business,   be  reflected  in   the  trans- 

7  action  records  of  the  institution; 

8  "(C)  a  claim  or  defense  in  litigation  com- 

9  menced  before  the  date  of  the  appointment  of 

10  the  Corporation  as  receiver  or  conser\-ator  for 

11  the  insured  depositor}-  institution; 

12  "(D)  a  claim  or  defense,  filed  at  any  time, 

13  based  on  alleged  intentional  torts  or  alleged  \-io- 

14  lation  of  State  or  Federal  law,  if — 

15  "(i)  the  party  asserting  the  claim  or 

16  defense   demon.strates   that   the   party  did 

17  not — 

18  "(I)   participate   in   a   scheme   to 

19  defraud  the  subject  insured  depositoiy 

20  institution;  or 

21  "(II)    kiiowiuirly  lend    itself  to   a 

22  scheme  to  misleail  bank  oxaniiners  by 

23  misn^presenting  the   vahie   uf  the   as- 

24  sets  of  the  institution;  and 
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1  "(ii)    any    oral    representations    relied 

2  upon    are    not    in   eontlict   with    a   written 

3  agreement  contained  in  the  records  of  the 

4  institution. 

5  "(3)  Status  as  holder  ix  due  course. — Ex- 

6  cept   as   otherwise  pro\ided   in   paragraph    (1),    anv 

7  other  provision  of  Federal  statutory  law,  or  applica- 

8  ble   State   law.   the   Cor{)oration   may  not   defeat   a 

9  claim  related  to  an  asset  by  demonstrating  that  the 

10  asset   was   acquired   in    good    faith,    for   value,    and 

1 1  without  actual   knowledge  of  the  claim,   unless   the 

12  Corporation   also   demonstrates   that   the   asset   was 

13  not  acquired  by  the  Corporation  upon  its  appoint- 

14  ment  as  conser\-ator  or  receiver  or  as  part  of  a  pur- 

15  cha.se  and  assumption  transaction. 

16  "(4)  Exception'  for  \t.xdor  agreements. — 

17  Subsection  (e)(1)  does  not  apply  to  an  agreement  for 

18  the  sale  or  purcha.se  of  gootls  or  senices  actually  re- 

19  ceived  by  or  delivered  to  an  in.sured  dei)ositoiy  insti- 

20  tution  before  the  date  of  appointment  of  a  recei\-er 

21  for  that  institution.'". 

22  SEC.  4.  REPEAL. 

23  Section  11(d)  of  the  Federal  Deposit  Insurance  Act 

24  (12  U.S.C.  1821(d))  is  amended— 

25  (1)  l)y  striking  paragTa|)h  (9);  and 
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1  (2)  by  redesignating  paragraphs  (10)  through 

2  (19)  as  paragraphs  (9)  through  (18),  respectively. 

3  SEC.  5.  CONfFORMING  AMENDMENTS. 

4  Section  11  of  the  Federal  Deposit  Insurance  Act  (12 

5  U.S.C.  1821)  is  amended— 

6  (1)  in  subsection  (e) — 

7  (A)  in  paragraph  (8)(A),  by  striking  "sub- 

8  section  (d)(9)  of  this  section  and"; 

9  (B)     in     paragraph     (8)(B),     by    striking 

10  "(12)"  and  inserting  "(11)";  and 

11  (C)  in  paragraph  (8)(E),  by  striking  "sub- 

12  section  (d)(9)  of  this  section,";  and 

13  (2)  in  subsection  (g)(4),  by  striking  "(d)(ll)" 

14  and  inserting  "(d)(10)". 

15  SEC.  6.  APPLICABILITY. 

16  Section  13(e)  of  the  Federal  Deposit  Insurance  Act, 

17  as  amended  by  this  Act,   shall   apply  to  administrative 

18  claims  brought  or  pending,   and  any  litigation   filed,   in 

19  progress,  or  on  appeal,  on  or  after  October  19,  1993. 

O 
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STATEMENT  OF  RHETTA  B.  SWEENEY  bafore  the  UNITED  STATES  SENATE 
HEARINGS  of  the  U.  8.  SENATE  BANKING  COMMITTEE,  JUNE  14,  1995,  at 
10  a.m. ^ 

TO:   THa  Honorable  Alfonse  M.  D'Amato 

Mr.  Chairman,  distinguished  members  of  the  U.S.  Senate  Banking 
Committee,  may  I  take  this  opportunity  first  to  thank,  you  for 
allowing  me  to  document  for  you  and  your  committee  my  personal 
knowledge  and  experience  about  the  abuse  by  the  Resolution  Trust 
Corporation,  (RTC)  and  the  misapplication  of  the  doctrine  of 
D'Oench,  Duhme  against  me  and  my  family  as  borrowers  of  a  failed 
S&L,  ComFed  Savings  Bank.  Secondly,  although  the  focus  of  these 
hearings  is  D'Oench  I  am  providing  you  additionally  with  a  list  of 
factual  information  which  details  an  extensive  and  an  apparently 
repetitive  pattern  of  abuse  by  the  RTC. 

We  would  like  to  make  the  committee  aware  of  how  terribly  the 
RTC  has  treated  us  as  borrowers  and  taxpayers  in  the  handling  of  a 
Massachusetts  failed  Savings  &  Loan,  ComFed  Savings  Bank  of  Lowell, 
Massachusetts.  We  have  witnessed  and  experienced  the  RTC  abuse  the 
legal  system,  violate  their  own  Conflict  of  Interest  rules;  pay 
excessive  legal  fees;  stonewall  requests  under  the  Freedom  of 
Information  Act;  sell  a  large  subsidiary  mortgage  portfolio  at  9 
cents  on  the  dollar;  and  misapply  the  D'Oench  Duhme  Doctrine  in  our 
action  after  our  loan  had  been  paid  back  —  allegedly  for  the 
greater  good  of  the   taxpayer. 

This  is  especially  abhorrent  since  the  RTC  has  known  at  all 
times  of  the  illegal  activities  the  bank  and  its  subsidiaries 
committed  against  us,  and  now  have  illegally  seized  our  home  and 
business  project  and  have  threatened  eviction. 

Please  consider  the  following: 

On  January  30,  1991,  a  Massachusetts  stare  court  found 
ComFed  Savings  Bank  and  its  subsidiaries  ComFed  Mortgage 
Co.  Inc.,  and  ComFed  Advisory  Co.  Inc.,  had  committed 
"Unfair  and  deceptive  trade  practices"  {Massachusetts 
Consumer  Protection  Act  93A)  against  us.  The  court  in 
its  judgment  paid  back  the  loan,  plus  interest  and  costs, 
and  awarded  us  additional  damages  for  the  violations  the 
bank  had  committed  against  us,  as  well  as  legal  fees. 
(See  U.S.  Senate  Hearings  of  the  Sub-Committed  of 
Government  Oversight,  January  31,  1995,  See  Appendix  to 
Statements  by  Rhetta  B.  Sweeney  (App.A) ) . 

When  the  S&L  failed, 

a)  verified  court  documents  detailed  that  the  individuals 
at  the  bank  had  committed  the  violations  which  we  had 
claimed  in  our  action,  (See  U.S.  Senate  Hearings  of  the 
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-conunittee  of  Government  Oversight,  January  31,  1995,  See 
Appendix  to  Statements  by  Rhetta  B.  Sweeney  (App.B)) 

b)  the  RTC  has  had  since  January  30,  1991  the  verified 
state  court  judgment  which  found  the  same  individuals  had 
committed  the  violations  of  law  against  us. 


However,  from  January,  1991  to  present  the  RTC  has: 

1.  Paid  three  Boston  law  firms  representing  the  RTC  in 
our  action  $1,062,060.85  —  taxpayer  dollars  spent 
after  our  action  had  been  fully  tried  and  the  state 
court  judgment  had  found  violations  of  12  U.S.C. 
had  been  committed  by  the  bank,  against  us.  (See 
U.S.  Senate  Hearings  of  the  Sub-committee  of 
Government  Oversight,  January  31,  1995,  See 
Appendix  to  Statements  by  Rhetta  B.  Sweeney  (App. 
U))  . 

2 .  When  Senator  Cohen  made  an  inguiry  into  whether 
there  was  a  Conflict  of  Interest  in  the  RTC  hiring 
the  same  law  firm,  Hanify  &  King,  who  had  been 
principal  counsel  to  ComFed  S&L  prior  to  failure, 
the  RTC  covered  up  the  Conflict,  issuing  reports 
which: 

a)  lied  to  Senator  Cohen,  and 

b)  were  in  clear  violation  of  their  own  rules  of 
ethics.  Conflict  of  Interest  C.F.R.  1606. 

(See  "new  evidence"  appendix  J  &  K,  March  31,  1995)  . 


When  FOIA  requests  were  made  to  the  RTC  as  to  what 
"professional  liability  recovery"  had  been  made  by 
the  RTC  in  their  resolution  of  ComFed,  the  RTC 
denied  the  requests.  The  RTC  dismissed  the  pending 
RICO  action  against  35  individuals  which  had  been 
brought  by  ComFed,  prior  to  failure,  against  past 
president,  James  Baldini,  and  34  others  prior  to 
the  RTC  takeover.  (See  "new  evidence"  appendix  E  & 
R,  March  31,  1995) . 


The  RTC  has  misapplied  D'Oench  Duhme  Doctrine  to 
gain  judgments  against  us  in  the  U.  S.  District 
Court  for  the  District  of  Massachusetts  and  the 
U.S.  Court  of  Appeals  for  the  First  Circuit,  after 
clear  evidence  of  willful,  nalicious,  intentional 
unfair  and  deceptive  trade  practices  had  been  found 
in  the  state  court  ;)udgment,  and  all  three  courts, 
state,    federal,    and   first   circuit,    found 
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intentional  infliction  of  emotional  distress  had 
been  conunitted  by  the  bank  defendants  and  the  bank 
officer  against  Rhetta  Sweeney.  (U.S.  Senate 
Hearings  of  the  Sub-committee  of  Government 
Oversight,  see  Appendix  to  Statements  by  Rhetta  B. 
Sweeney  A  &  X) . 

5.  The  RTC  sold  the  ComFed  Mortgage  Co.  Inc. 
subsidiary  servicing  portfolios  of 
$1,238,105,000.00  to  Goldman  Sachs,  N.  Y.  for 
5182,000,000.00,  fifteen  cents  on  the  dollar;  and  a 
$2,420,457,000.00  portfolio  to  Lomas  Mortgage  USA, 
Dallas,  TX  for  $218,500,000.00,  nine  cents  on  the 
dollar.  (U.S.  Senate  Hearings  of  the  Sub-committee 
of  Government  Oversight,  see  Appendix  to  Statement 
by  Rhetta  B.  Sweeney  V) . 

6.  The  RTC  lawyers,  Hanify  &  King,  removed  our 
original  state  court  records,  hid  them  in  their 
offices  for  26  days  without  notifying  opposing 
counsel  in  violation  of  the  Mass.  Rules  of  Civ. 
Procedure,  Federal  Rules  of  Civil  Procedure,  and 
Federal  Removal  Statutes  in  an  effort  to  conceal 
the  state  court  judgment  in  federal  court.  (U.S. 
Senate  Hearings  of  the  Sub-committee  of  Government 
Oversight,  see  Appendix  to  Statement  by  Rhetta  B. 
Sweeney  X).  (See  also,  Senator  Cohen's  statement, 
S.  Hrg. 104-37,  pp. 40-47). 

The  facts  of  our  case  bear  a  remarkable  mirror  image  to  other 
such  cases  and  point  to  a  repetitive  pattern  of  governmental  abuse 
that  is  currently  bringing  to  light  the  "unfair  trade  practices"  by 
the  RTC,  their  lawyers,  and  the  abuse  by  S&L  officers,  directors, 
lawyers,  appraisers,  and  accounta.its.  Consider  for  a  moment  the 
following  salient  facts  in  summary: 


COMFED  SAVINGS  BAKK.  HA8SRCHUSETTB 

Loss  to  taxpayer    $828,440,000.00 
(See  Pp.  30) 
(new  evidence  App.P) 


Legal  fees  paid  by   $1,062,060.85 
RTC  (1990-1994)      (hearing  App.  U) 
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Use  of  Subsidiary 

Companies  (new  evidence  App.R) 

Conflict  of  Interest 
Ethical  Violations  by 
lawyers  representing  RTC 


FOIA  stonewalling 

RTC  Failure  to  Prosecute 
Professional  Liability 

Direct  Involvement 
by  Roger  Altman 


S&L 


Yes 
Yes 

Yes 
Yes 

Yes 


There  are  hundreds  of  pages  of  documents,  pleadings,  letters, 
transcripts,  trial  exhibits,  depositions,  RTC  FOIA  reports,  media 
articles,  and  three  court  judgments  in  our  action  which  provide 
binding  and  conclusive  evidence  of  the  above  statement  of  facts, 
yet  as  incredible  as  it  may  seem,  all  of  these  facts  have  been 
virtually  "swept  under  the  carpet"  by  the  RTC  in  their  misuse  of 
the  D'Oench  Duhme  Doctrine  in  our  case. 

Wa  wouia  appreciate  the  opportunity  to  testify  at  the  June  1.4,  1995 
bearing,  or  in  the  alternative  have  our  statement  read  into  the 
record. 


Respectfully  submitted 


n  and  Rhetta  Sweeney 
4  Meyer  Lane 
Hamilton,  MA  01982 
508-468-1536 
508-468-4428  fax 


Please  find  enclosed  the  following  documents  to  be  submitted  for 
the  record: 

Rhetta  B.  Sweeney  Oral  and  Written  Statement  with  appendix 
before  the  UNITED  STATES  SENATE  HEARINGS  of  the  SUB-COMMITTEE  OF 
GOVERNMENT  OVERSIGHT,  January  31,  199  5,  at  2  p.m. 

New  evidence  documents  with  appendix  before  The  Honorable 
William  S.  Cohen,  the  UNITED  STATES  SENATE  of  the  SUB-COMMITTEE  OF 
GOVERNMENT  OVERSIGHT,  March  31,  1995. 
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